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I_...._._. ~ ___ ______...-_.._ ____ ~ ~ ................................................ _. 

1. I N T R O D U C T I O N  

Q. 

A. 

Q. 

A. 

WHAT IS YOUR NAME AND OCCUPATION? 

My name is Harry M. Shooshan III. I am a principal in, and co-founder of, Strategic 

Policy Research, Inc. (“SPR), an economics and public policy consulting firm 

located at 7979 Old Georgetown Road, Suite 700, Bethesda, Maryland. 

WILL YOU BRIEFLY DESCRIBE YOUR RELEVANT BACKGROUND 

AND EXPERIENCE? 

Prior to founding SPR, I worked for eleven years on Capitol Hill and, for six years, 

was Chief Counsel and Staff Director of the Communications Subcommittee in the 

U.S. House of Representatives. I had responsibility for developing policy options 

for the Subcommittee, assisting in the drafting of legislation and coordinating the 

Subcommittee’s oversight of the Federal Communications Commission (“FCC”). I 
was especially active in early efforts to rewrite the Communications Act of 1934. 

From 1976 to 1991, I was an adjunct professor at Georgetown University Law 

Center. I taught courses in communications law and regulation. These courses 

examined the role of administrative agencies in interpreting their statutory mandates, 

including their exercise of discretion in rule-makings and other proceedings. In my 

twenty years as a consultant, I have advised a wide range of clients in the private 

sector as well as several regulatory bodies in the United States and around the world. 

I have published numerous works on a variety of topics including alternative 

regulation, rate rebalancing, universal service, and asymmetric regulation. For nearly 

a decade, I have served as an advisor to the Iowa Utilities Board on a variety of 
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telecommunications matters, including the evaluation of incentive regulation plans 

and the implementation of the federal Telecommunications Act of 1996 (“the 1996 
Act”). In addition, I have testified before numerous public utility commissions on 

issues relating to competition, customer perspectives on telecommunications 

markets, price caps and other forms of incentive regulation. My complete 

curriculum vitae is attached as Attachment 2 to this testimony. 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE? 

A. SPR was hired by the Arizona Corporation Commission (the “Commission”) to 

work with the staff to develop an alternative regulation plan for U S WEST 

Communications, Inc. (“U S WEST”). We worked with the staff and its other 

consultants to develop the plan that I am presenting in this testimony. This 

alternative regulation plan can be considered by the Commission if it decides to 

reject the approach taken by U S WEST. 

2. EVALUATION OF U S WEST’S COMPETITIVE Z O N E  
PROPOSAL A N D  A N  ALTERNATIVE PROPOSAL 

Q. PLEASE DESCRIBE U S WEST’S PLAN, AS YOU UNDERSTAND IT. 

A. U S WEST’S plan seeks competitive classification for its various services based on 

“zones” that relate to exchanges or wire centers. Once U S WEST has 

demonstrated that a service is competitive in a particular zone, that service would be 

subject to the competitive service pricing rules of the Commission (ACCR 14-2- 
1109, 14-2-1 110). However, U S WEST would remain under traditional rate-of- 

return (“ROR”) regulation for both competitive and non-competitive services. 

Q. WILL YOU PLEASE BRIEFLY DESCRIBE THE ALTERNATIVE 

REGULATION PLAN YOU ARE RECOMMENDING? 

A. Yes. The plan I recommend, in essence, moves away from traditional ROR 

regulation towards price regulation and, ultimately, to reliance on competitive 
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markets to determine prices and service offerings. It is structured to be forward- 

looking and to provide U S WEST with important incentives to increase its 

investments in Arizona and to improve its service quality both now and in the 
future. The plan also protects consumers who will continue to rely on the basic 

services provided by U S WEST during the transition to fully competitive markets 

mandated by federal law. The plan establishes three categories or “baskets” of 

services, each with its own price controls. The term of the plan is five years, which, 

in my opinion, is long enough for the new incentives to have an impact, but short 

enough to enable the Commission to review the company’s performance under the 

plan to ascertain that it is actually providing the expected benefits to consumers. 

CAN YOU EXPLAIN HOW YOUR PLAN DIFFERS FROM THE FILING 
MADE BY U S WEST? 

Yes. Contrary to the plan I propose, U S WEST has filed a plan that is consistent 

with traditional regulation in Arizona. It retains rate-base ROR regulation, but seeks 

expanded pricing flexibility of its services where the company faces competition. 

After updating the test year in its direct case to reflect a January 1999 to December 

1999 test year, U S WEST proposes that the Commission grant rate increases 

totalling $88 million for its basic services and seeks only minor reductions in the 

access charges paid by long-distance providers.’ 

IN YOUR OPINION, WHAT ARE THE MOST PROBLEMATIC 
ASPECTS OF THE APPROACH TAKEN BY U S WEST AND HOW 
WOULD YOUR PROPOSAL ALLEVIATE THEM? 

In general, I see three problems with the U S WEST filing. First, I am concerned 

that U S WEST’S approach leaves most of the risk associated with increasing 

1 Supplemental testimony of David L. Teitzel (May 19,2000) at 51-52. In its original filing, U S WEST sought a 
$70.9 million rate increase. See also Wayne Alcott Direct Testimony ar 14. 
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competition on basic ratepayers. For example, U S WEST is asking the 

Commission to grant it pricing flexibility, including for basic services, where it faces 

competition but would not assign any costs directly to competitive services. As a 

result, if U S WEST suffers competitive losses, as I expect it will, it can come back 

to the Commission to ask that basic service rates be increased in areas where there is 

little or no competition. Similarly, U S WEST may have the incentive and 

opportunity to cross-subsidize lower rates in competitive services and/or areas with 

higher basic rates in non-competitive services and/or areas. Finally, extending 

pricing flexibility on a service-by-service, exchange-by-exchange basis, while 

retaining elements of ROR, can be confusing to consumers and needlessly complex 

for the Commission to oversee and adrmnister, especially as competition intensifies. 

More specifically, 1 am concerned that U S WEST wants the Commission to 

approve significant increases in basic service rates while proposing only minor 

reductions in its intrastate access charges. While I believe that rates should be 

rebalanced, I am concerned about the approach taken by U S WEST and believe 

that an alternative approach should be considered. 

Q. IN SUPPLEMENTAL TESTIMONY, U S WEST RECOMMENDS THAT 
“FINISHED WHOLESALE SERVICES” SUCH AS SWITCHED ACCESS, 
PRIVATE LINE AND PUBLIC PAYPHONE ACCESS LINES BE 
CLASSIFIED AS COMPETITIVE IN THIS PROCEEDING.2 HOW 
WOULD THE PLAN YOU ARE PROPOSING TREAT SUCH SERVICES? 

A. As I describe in greater detail subsequently in this testimony, I recommend placing 

all existing “wholesale services,” initially in a separate basket subject to its own price 

cap. Services could then be moved out of that basket upon a showing that they are 

competitively supplied. 

* Supplemental Testimony of Scott A. Mdnryre (May 19,2000) at i - ii. 
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1 3. PRICE REGULATION: EXPERIENCE I N  O T H E R  
2 JURISDICTIONS 

3 Q. 
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YOU HAVE CHARACTERIZED YOUR PROPOSAL AS “PRICE 

REGULATION.” HAVE PLANS SIMILAR TO YOURS BEEN 

ADOPTED IN OTHER JURISDICTIONS? IF SO, WILL YOU 

IDENTIFY THEM? 

Price regulation was first implemented in the United Kingdom (“U.K.”) by the 

telecommunications regulator, the Office of Telecommunications (“Oftel”), and 

applied to British Telecom. At the time, it was privatised. Oftel rejected ROR 
regulation as an option. I should note that SPR consulted for Oftel for almost ten 

years and, thus my colleagues and I are farmliar with the experience in the U.K. We 

have also worked for regulators in countries such as Mexico, Peru and Panama that 

have also adopted price regulation at the time of privatization. In Jamaica, where we 

assisted the regulator in obtaining a more advantageous concession contract with 

the privatized incumbent, the regulator implemented a price regulation plan as part 

of the new concession contract. Other countries have also followedthe British lead. 

For example, in Denmark, France, Greece, Ireland, Japan, the Netherlands, New 

Zealand, Norway, Portugal, Spain, Sweden, Switzerland and Turkey, the regulator 

utilizes some form of price cap to regulate prices of the incumbent.’ 

Domestically, the FCC introduced price regulation in 1991. AT&T was regulated 

under price caps from 1991 until its reclassification as a nondominant carrier in 

1995.4 The FCC also extended price regulation to large incumbent local exchange 

carriers (“ILECs”) in 1991. As many as 36 states regulate the largest ILECs (ie., the 

Regional Bell Companies, GTE and Sprint) under some form of price regulation. 

3 OECD, Communications O d o o k  2999 (1999) at 166-167. 

4 FCC, In the Matter of AT&T Corp. to Be Reclassified as a Non-Dominant Carrier, FCC 95-427 Ordm (adopted 
October 12, 1995; released October 23, 1995). 
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These states include: Alabama, Delaware, Florida, Georgia, Illinois, Louisiana, 

Maryland, Massachusetts, New York, North Carolina, South Carolina, Oklahoma, 

Texas, Virginia and West Virginia. Among U S WEST states, North Dakota, South 

Dakota, Iowa and Wyoming regulate U S WEST under a price-cap plan. Colorado 

has been in the process of determining an alternative regulation plan. 

Often, price-cap plans include a variety of features. For example, some states such 

as Illinois, Wisconsin, New York and Pennsylvania, have included service quality 

components in their price-cap plans. States such as Texas, Florida and 

Pennsylvania, employ a more flexible price cap for non-basic services and a more 

stringent price cap on basic telecommunications services. 

4. ADVANTAGES OF PRICE REGULATION 

Q. IN YOUR OPINION, WHAT ARE THE ADVANTAGES OF PRICE 

REGULATION OVER TRADITIONAL ROR REGULATION? 

A. The advantages of price regulation over ROR regulation are well-documented. In 
the first place, under ROR, regulators must rely on the accuracy and completeness 

of cost data provided by the regulated company. Time-consuming disputes arise, 

inevitably leading to arbitrary decisions about whch costs are justified and whch are 

not, as well as about how costs should be assigned among various services. 

Economists have often pointed to this disparity in information between the 

regulator and the regulated company in their criticisms of ROR regulation.5 The 

adoption of price regulation, which does not rely on company-specific cost data, 

reduces such controversies. 

5 Alfred Kahn, “Deregulation: Looking Backward and Looking Forward,” Yale Journal on Regulation (Vol. 7, No. 
2, Summer 1990) at 340-341; and Paul L. Joskow and Richard Schmalensee, “Incentive Regulation for Electric 
Utilities, Yule Journal on Regulation pol. 4, No. 1, Fall 1986) at 12-13. 
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The problems of ROR regulation are exacerbated when the regulated firm offers a 

variety of services and when some of the markets (geographic or product) in which 

the regulated company operates are competitive. Cross-subsidy incentives arise that 

are extremely difficult to detect and prevent in such instances.6 

Finally, it is generally agreed that agencies can reduce administrative costs by 

adopting price regulation, thereby freeing up resources to monitor issues such as 

service quality and competition. 

Price regulation is specifically aimed at providing limits on incumbents’ prices, 

particularly of basic services, whde providing incentives for increased productivity of 

the regulated firm. Price regulation directly protects consumers and provides the 

incumbent with a greater flexibility to respond to competitors. The limits set by the 

price cap provide safeguards against anticompetitive pricing, preventing subsidies 

from non-competitive to competitive services and, thereby reducing the risk of 

predatory pricing. Both consumers and competitors benefit from this constraint. 

Under price regulation, more of the risk of investment is borne by the regulated 

firm (and its shareholders) rather than by customers. For example, when the price- 

regulated firm undertakes the risk of a new investment, it operates on the same basis 

as its unregulated competitors. Consumers of basic service will not pick up the tab 

if the venture fails. 

Finally, through an appropriate price-cap mechanism, the firm is able to rebalance 

rates to produce more efficient prices that will, in turn, encourage efficient 

competition. The price-cap limits allow rate rebalancing to occur over time and 

avoids rate shock. I believe a price regulation plan such as I am proposing here can 

provide a better way to achieve the necessary rate rebalancing (by permitting 

6 Michael Einhom, Price Capsandlmentive Regdztion in Telecommunications (Kluwer Acadermc Publishers: Norwell, 
Massachusetts, 1991) at 8. 
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consumers to “self-select” rebalanced rates) than the approach taken by U S WEST 
(an across-the-board increase in basic rates).’ 

Q. HAVE THE BENEFITS YOU ENUMERATE BEEN REALIZED 

ELSEWHERE UNDER PRICE REGULATION? 

A. Yes. Price regulation has been found to have a number of favorable impacts. 

Results from the U.K. have indicated the success of price-cap regulation from the 

beginning. For example, in the first four years of its price-cap plan, prices for a 

basket of telephone services in the U.K. rose at a rate much lower than in France, 

(West) Germany and Italy where the telephone companies were still government- 

owned monopolies.* More recently, Oftel found that consumers have fared even 

better under the current price-cap parameters than in the past. BT’s introduction of 

discount calling plans has enabled consumers to reap benefits greater than those 

required by the price-cap plan.9 

The FCC, in its first review of price-cap regulation of the ILECs, estimated that the 

cumulative savings derived from the price-cap plan over the period 1991-1994 

exceeded $10 billion.10 The FCC found that ILEC prices had “declined 

significantly” under price-cap regulation compared to the starting rates in 1991.11 

The FCC also found that during the first four years of price-cap regulation, ILECs 

made investments in new plant that exceeded the levels in prior years by over 4 

7 John Haring and Harry M. Shooshan III, Cutting the Gordimz Knot OfRate R e b h n g ,  prepared for the 2 9  Annual 
Conference of the Institute of Public Utilities, “Recondq  Competition and Regulation,” Willtamsburg, Virginia 
(December 5,1997). 

8 Einhorn at 4. 

9 Oftel, kce Controls U&R&:: Future Competitiveness of UK Tefecommunmtiuns~rkets Ouly 1999) at Chapter2, 
II 6.  

10 FCC, In the Matter of Price Cap Performance Review for Local Exchange Carriers, CC Docket No. 94-1, Fzrst 
Report and Order (released Aprd 7, 1995) at 1 60. 

11 Zbid. at 11 59. 
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percent.12 Collectively, the ILECs filed tariffs for hundreds of new services, 

demonstrating that price regulation encouraged innovation and the development of 

new services.” 

The fact that more and more states are adopting price regulation plans also 

demonstrates that its successes are now generally accepted. 

WHAT ARE THE PARTICULAR ADVANTAGES OF THE APPROACH 

YOU ARE RECOMMENDING OVER OTHER FORMS OF 
ALTERNATIVE REGULATION? 

The need to move away from ROR regulation is not predicated on the presence of 

competition, but on the fundamental need to improve regulatory methods. The fact 

that markets have been opened to competition only exacerbates the problems 

associated with ROR regulation, as I described above. The FCC and some states 

first took incremental steps away from ROR to incentive regulation plans because of 

the shortcomings of ROR, not because of the presence of widespread competition. 

The states employed incentive plans that included features such as earnings sharing 

and specific infrastructure deployment commitments. These plans provided 
incentives for the regulated company to become more efficient in order to enjoy the 

profits that it could retain over an extended period. These plans retained earnings 

regulation, however. 

Over time, as regulators experienced success with alternative regulation plans and as 
barriers to entry were removed, the trend has been to remove earnings regulation 

altogether. Of the 36 states that rely on price regulation, 35 states employ plans that 

concentrate, not on controlling the firm’s earnings, but on providing a zone of 

reasonableness (defined by a price-cap index formula) within which services can be 

priced. 

12 I b d  at 163 .  
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In my opinion, the Commission can benefit from other states’ experience and 
should bypass incremental steps by adopting a true price regulation plan. The 

increasing presence of competition in varying degrees in various markets only 

enhances the need to move away from ROR. The plan I propose here meets that 

need, while providing significant consumer protections and incentives for U S 

WEST to increase its investment in the state. 

5.  COMPONENTS OF THE PRICE REGULATION PROPOSAL 
................................ ~ ” .. ................ ... .............. . ... 

Q. 

A. 

Q. 

A. 

WOULD YOU NOW PLEASE DESCRIBE THE ESSENTIAL 
ELEMENTS OF YOUR PROPOSAL IN MORE DETAIL? 

The proposal I have developed in consultation with the Staff focuses regulation on 

constraining prices rather than on the profits earned by U S WEST. I am proposing 

grouping services into three categories, or “baskets,” each of which would be 

subject to its own overall pricing rules or “price cap.” 

HOW ARE THE THREE “BASKETS” STRUCTURED IN YOUR 
PROPOSAL? 

The basket structure I am recommending is contained in Attachment 1 to my 

testimony. The first basket (“Basic/Essential Retail”) consists of all services that U 

S WEST currently offers which have not been classified as “competitive” or which 

are not currently afforded flexible pricing. A second basket (“Essential Wholesale”) 

consists of all non-competitive “wholesale” services. These are the services that 

competitors rely upon for their offerings, and include intrastate access, unbundled 

network elements, local service resale and public payphone access lines. A third 

13 Ibid. at 158. 
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basket (“ Competitive/Advanced”) consists of any existing services that have been 

classified as “competitive” and also includes those services for which U S WEST 

has obtained flexible pricing authority. Among these services are Centrex Centron, 

ATM Call Relay, WATS and certain message toll services. Any new packaged or 

bundled retail offering would also be included in Basket Three as long as the major 

components of the packaged/bundled offering that are “non-competitive” are 

available under tariff as a separate service in either Baskets One or Two. The 

availability of the tariffed components provides a reasonable alternative for 

customers who do not want to take the new packages or bundles offered by U S 
WEST. New stand-alone retail services would also go into Basket Three. In 

addition, services (including existing packages or bundles that are not currently 

classified “competitive” or subject to flexible pricing) could be moved from Basket 

One to Basket Three (or withdrawn altogether) with the Commission’s approval. 

HOW WOULD A SERVICE BE MOVED FROM THE “BASIC/ 
ESSENTIAL” BASKET TO THE “COMPETITIVE/ADVANCED” 

BASKET? 

Initially, a service could be moved once it is shown to meet the requirements of 

A.C.C. R14-2-1108. I would emphasize, however, that since the adoption of this 

alternative regulation plan significantly reduces the risk to basic ratepayers of a 

service being “misclassified” (basic services would be in a separate basket subject to 

strict price limits and, therefore, would not be a source of cross-subsidy), a less 

rigorous test might be warranted once a price-cap plan is in place. For example, 

under this plan the Commission might consider a service competitive if at least one 

competitor exists and no longer look at “estimated market share” of the various 

providers. 

WILL YOU DESCRIBE HOW THE PRICES FOR EACH OF THE 

THREE BASKETS WILL BE ESTABLISHED? PLEASE START WITH 

BASKET ONE. 
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Yes. Basket One will be subject to an overall price cap and to some internal 

constraints. I propose capping all basic services (which I define to include: Flat 

Rate Residential and Business Services, Two-and Four-Party Service, Exchange 

Zone Increment Charges, Low Use Option, Service Stations Service, Telephone 

Assistance Programs, individual PBX Trunks and Features, Caller ID Block, Toll 

Blocking, 900/976 Blocking, and Basic Listing Service) at existing prices for the 

initial period of the plan; that is, five years. Otherwise, prices within this basket 

could be increased or decreased as long as the weighted average price level for the 

basket as a whole is within the overall price-cap index. 

WHAT ABOUT BASKET TWO? 

Initially, Basket Two consists primarily of intrastate access and UNEs/local service 

resale. These offerings would be governed by separate sub-constraints. I propose 

that intrastate access prices be reduced by 20 percent per year from their initial 

levels so that by the end of the initial five-year period they are equivalent to U S 

WEST’S interstate access charges at July 2000 levels. From that point on, I 
recommend that intrastate access charges be adjusted to “mirror” the interstate 

rates. Along with access, UNEs and local service resale are important inputs for 

competitors, but are governed by the provisions of the 1996 Act and relevant FCC 
rules. Thus, while they may be appropriately placed in Basket Two, the plan I 
propose contemplates that prices would be established as required by federal law 

and subject to the procedures already established by the Commission. Rates for 

other services, such as public payphone access lines, that are identified for inclusion 

in Basket Two, should initially be frozen at current levels subject to further review 

by the Commission. 

AND NOW FINALLY FOR BASKET THREE? 

Prices for services in Basket Three would qualify for streamlined rate treatment 

comparable to that provided for in A.C.C. R14-2-1109 andR14-2-1110. The retail 

services contained in this basket could be priced at any level between a maximum 

specified in a tariff and a minimum of the total service long-run incremental cost of 
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the service. Price changes within this established range would be permitted at any 

time as long as concurrent notice is provided to the Commission. 

Q. WHAT PRICE-CAP INDEX WOULD APPLY TO BASKET ONE? 

A. For Basket One, the price-cap index would be established in accordance with price- 

cap plans generally (including the FCC’s). It would be set based on inflation less an 

adjustment for productivity (the so-called “X-Factor”) . The weighted average price 

level of the services within this basket must be less than or equal to the price-cap 

index (“PCI”). For example, if U S WEST increases the price of a service assigned 

to this basket and that price increase results in a weighted average price level above 

the PCI, then the price of other services in that basket must be reduced in order to 

maintain the average price level within the bounds of the index. I note here that 

those basic services within Basket One that are capped at their existing levels going 

into the plan could not be increased during the initial five-year term of the plan, but 

could be decreased. The measure of inflation that is used in most price-cap plans is 

the percent change in the gross domestic product-price index (“GDP-P1”).14 

To develop an appropriate productivity adjustment in the price-cap plan, we 

requested from U S WEST any productivity studies it has conducted.15 We 

reviewed the productivity study that U S WEST conducted for its operations in 

Arizona in response to SPR 003-001. For the years 1995-1998, following its most 

recent rate case, we calculated an average productivity of 3.7 percent. We sought 

14 The FCC switched from using the gross national product-price index (“GNP-PI”) to the GDP-PI in its review 
of interstate price caps when the Commerce Department ceased to provide the needed estimate of GNP-PI in 
1991. Economic reasons further supporr. the use of GDP-PI. GDP-PI reflects only domestic production of U.S. 
and foreign firms within the United States. See FCC, In the Matter of Price Cap Performance Review for Local 
Exchange Carriers, CC Docket No. 94-1, First Report and Order (released April 7, 1995) at 11 347-351. 

15 The measure of a company’s productivity is the percent change in the ratio of the firm’s output over its inputs 
from one year to the next. Complex productivity calculations have been conducted that analyze inputs and 
outputs on the basis of their quantities and prices. Such complex studies are referred to as “total factor 
productivity” studies. Because it is difficult to compare the units of “apples and oranges” @e., minutes of use, 
number of access lines, units of labor or fiber miles), productivity studies often use methods that compare annual 
percent changes in the ratio of total revenue (as a proxy for outputs) and total costs (as a proxy for inputs). 
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revised data from U S WEST to further investigate its productivity.16 Since these 

data were provided too late for us to analyze fully for use in this testimony, U S 
WEST’s own study provides the only information available about the productivity 

of its operations in Arizona. 

We also researched the productivity adjustments of other states that employ price 

regulation. The productivity adjustments used by price-cap states have ranged from 

zero to 5 percent. The average productivity adjustment used by these states is 3.2 

percent.’’ Our analysis of other states’ use of productivity suggests that U S 
WEST’s productivity estimates are reasonable. In light of our research and analysis, 

I recommend that the Commission adopt a productivity adjustment that is based on 

the 3.7 percent annual productivity that U S WEST has achieved since the last rate 

proceeding in Arizona. To this historical productivity, I recommend that the 

Commission add a Consumer Productivity Dividend (“CF’D”) of 0.5 percent. 

Regulators include the CPD based on the expectation that the carrier will achieve 

greater levels of productivity under price-cap regulation than under ROR in order to 

ensure that some of those productivity gains flow through to consumers in the form 

of relative price reductions. Thus, I recommend a productivity adjustment of 4.2 

percent based on a combination of U S WEST’s historical performance and a 

forward-looking CPD. 

20 6. BENEFITS O F  T H E  PRICE REGULATION PROPOSAL 

21 Q. 

22 PROPOSAL BENEFITS CONSUMERS? 

WILL YOU PLEASE ENUMERATE THE WAYS IN WHICH YOUR 

16 SPR issued its Fourth Set of Data Requests to U S WEST on January 24,2000. We finally received a reply in 
late July, 2000. 

17 Ths  estimate is based on SPRS analysis of information contained in J. Abel and Michael E. Clements, “A Time 
Series and Cross-sectional Classification of State Regulatory Policy Adopted for Local Exchange Carriers,” 
Divestiture to Present (1984-1998), National Regulatory Research Institute (December 1998). 
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My proposal will provide many tangible benefits to consumers. Basidessential 

retail services are governed separately from competitive/advanced services and 

wholesale services. The opportunity to cross-subsidize among these service groups 

is eliminated. Basic service customers are thus protected from the possibility of 

having to subsidize advanced/competitive and wholesale services. While rate 

rebalancing is an important objective, the mechanisms in this plan ensure rate 

stability as rebalancing occurs over time. 

The proposed plan will include a five-year “hard cap” for those basic services 

identified by the Commission Staff. As I have stated, this hard cap prevents any 

increase in the prices of specified services over the five-year period. 

The inclusion of a productivity adjustment that embodies a CDP ensures that basic 

service customers also benefit from the efficiencies in U S WEST’S overall 

operations over the period of the plan. 

Consumers also stand to benefit from the creation of separate baskets for 

basic/essential and competitive/advanced services. U S WEST now has incentive to 

provide innovative services and service packages, including pricing plans, that have 

not been available heretofore. 

Finally, in my opinion, competition will develop more efficiently through the 

implementation of this price regulation plan than under ROR. As a result, 

consumers can expect more choices from U S WEST as well as its competitors. 

WILL YOU PLEASE EXPLAIN HOW YOUR PROPOSAL WILL 

PROMOTE COMPETITION? 

The alternative regulation proposal I am recommending will promote competition 

in several ways. First, it will protect competitors against cross-subsidy far more 

effectively than traditional ROR regulation. In short, any losses that U S WEST 

might incur in its competitive services cannot be made up by increasing basic rates 

which are capped under this plan for five years. Second, because this plan will 

permit U S WEST to do some rate rebalancing, it will produce more efficient prices 

which will, in turn, promote more efficient entry. Finally, by affording U S WEST 
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1 

2 

3 

greater flexibility in offering and pricing new services and packages of services, this 

plan will encourage more robust competition and help ensure that the varying needs 

of customers are met in a timely fashion. 

4 7. CONSTITUTIONAL AND LEGAL CONSIDERATIONS 

5 Q- 
6 

7 

8 A. 

9 Q- 
10 

11 A. 

12 Q. 

13 

14 A. 

15 

16 

17 

18 

19 Q. 

20 

21 A. 

22 

23 

ARE YOU AWARE OF THE PROVISIONS IN THE STATE 

CONSTITUTION AND THE JUDICIAL PRECEDENTS THAT HAVE A 

BEARING O N  THE COMMISSION’S RATE-SETTING POLICIES? 

Yes. 

DOES THE PLAN YOU ARE RECOMMENDING FALL WITHIN 

THESE LEGAL PARAMETERS? 

Yes. 

ON WHAT DO YOU BASE YOUR ANSWER TO THE PREVIOUS 

QUESTION? 

Although I am not appearing as a legal expert and do not represent myself as an 

expert on Arizona law, I have perused the relevant provisions of the State 

Constitution and the key judicial opinions and have discussed them with the legal 

Staff of the Commission. I am relying primarily on the opinion of the Staff that the 

Commission has the discretion to implement the plan I am recommending. 

ARE YOU AWARE THAT U S WEST HAS TAKEN A CONTRARY 
POSITION IN PENDING LITIGATION? 

Yes. 
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WOULD YOU ELABORATE ON YOUR UNDERSTANDING? 

Yes. Specifically, under the plan I am proposing, services in Basket Three 

(“Advanced/Competitive/Nonessential”) are flexibly priced. “Just and reasonable” 

rates are determined by marketplace forces, without explicit reliance on the fair 

value of U S WEST’S property in the State devoted to the provision of public 

service. It is my understanding that U S WEST has taken the position that the 
Commission may not lawfully establish rates in any manner other than by reference 

to the fair value of a utility’s assets. U S WEST is objecting to the Commission’s 

treatment of services offered by CLECs and is apparently seeking to have all carriers 

held to the same regulatory standards in Arizona. While I understand that U S 

WEST has a number of services subject to flexible pricing today, the company’s 

challenge to the Commission’s authority, if successful, could foreclose adoption of 

this plan or any similar price cap plan.18 

IN YOUR OPINION, WHAT ARE THE IMPLICATIONS OF U S 
WEST‘S CHALLENGE OF THE COMMISSIONS AUTHORITY? 

As I suggested, the Commission should be cautious about approving the alternative 

form of regulation that I am proposing while U S WEST continues to challenge its 

authority. 

WHAT COURSE OF ACTION WOULD YOU SUGGEST TO RESOLVE 

THE CONSTITUTIONAL AND LEGAL UNCERTAINTY RAISED BY 

U S WEST’S LITIGATION? 

I recommend that, as a condition to makmg the plan I am proposing effective, U S 

WEST should be required to withdraw all pending litigation in which it is a plaintiff 

seeking to have competitive pricing plans declared illegal in Arizona. Specifically, I 

18 I do not offer an opinion on whether the Commission would be required to eliminate the currently authorized 
competitive services tariff, but that is a distinct possibility. 
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believe U S WEST should move to dismiss all appeals from the issuance of 

Certificates of Convenience & Necessity where the issue raised is whether the 

Commission may lawfully set initial rates without a fair value findmg or whether the 

Commission may lawfully prescribe flexible rates by determining them to be just and 
reasonable predicated on the existence of a competitive marketplace. As a further 

condition, U S WEST should agree not to pursue similar litigation during the term 

of a price cap plan. I am advised by Staff that conflicting decisions have been issued 

by the Superior Court in sirmlar litigation over these issues. Thus, I recommend, as 

a final condition, that U S WEST should agree to intervene in support of the 

Commission in any litigation filed by any other party challenging the Commission’s 

authority to adopt a plan such as the one I am proposing. 

8. SERVICE QUALITY IMPROVEMENT 

13 Q. 
14 

15 

16 A. 

17 

18 

19 Q. 
20 

21 

22 

23 

24 A. 

25 

26 

27 

ARE YOU AWARE OF THE COMMISSION’S CONCERNS ABOUT 

EXISTING SERVICE QUALITY PROBLEMS INVOLVING U S WEST’S 
OPERATIONS IN ARIZONA? 

Yes. The problems are apparently quite serious and I applaud the Commission for 

addressing them aggressively. I should point out, however, that these problems 

have arisen under traditional ROR regulation. 

ISN‘T IT TRUE THAT UNDER A PRICE REGULATION PLAN, A 

COMPANY MAY HAVE THE INCENTIVE TO REDUCE SERVICE 

QUALITY TO INCREASE ITS PROFITS? IF SO, THEN PLEASE 
EXPLAIN HOW YOUR PROPOSAL WOULD IMPACT THE SERVICE 
QUALITY ISSUES. 

Under price regulation plans generally, companies have the incentive to become 

more efficient. One risk is that they will seek to eliminate costs and increase profits 

by reducing the quality of service, for example, by laying off installation and repair 

technicians. While such actions may prove productive in the long run, especially as 
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firms face increased competition, there may be some short-term risk that the quality 

of service - especially for the non-competitive offerings in Basket One - could be 

adversely affected. Other regulatory bodies that have adopted price regulation have 

had to deal with this potential problem. If the Commission is concerned about 

offsetting this incentive to reduce service quality, it can build penalties into this 

alternative regulation plan tied to improving and maintaining quality of service. 

Q. 

A. 

SPECIFICALLY, WHAT WOULD YOU RECOMMEND? 

To ensure that service quality does not deteriorate in the future, the Commission 

could put U S WEST on notice that there will be an additional offset to the price 

cap if U S WEST falls below required quality-of-service standards in the previous 

year. Such a service quality offset would be used if U S WEST’s overall service 

quality were to decline based on the criteria in all areas of the current service quality 

tariff: (1) access to repair and business offices; (2) held orders; and (3) out-of- 

service repair times. In light of the Commission’s continuing concerns about U S 

WEST’s current service quality problems, an initial offset may be warranted at this 

time. The Commission can review the company’s performance after one year and 

decide whether to remove the initial offset, reduce it, maintain it or increase it, 

depending on the company’s performance. While it may be necessary to assess 

penalties to correct existing problems19 and to employ an additional productivity 

offset to protect against any overall degradation in service during the term of a 

price-cap regulation plan, I want to emphasize my belief that the alternative 

regulation plan I am proposing will create positive incentives for U S WEST to 

improve its performance, especially by making the necessary new investments in 

plant and equipment. 

19 We agree with Utilitech that U S WEST should not treat service quality penalties as allowable expenses for 
ROR purposes. See Testimony of Michael L. Brosch. 
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1 9. INVESTMENT INCENTIVES 

2 Q. BEYOND PROVIDING THE APPROPRIATE INCENTIVES AND 

3 PENALTIES FOR U S WEST TO MAKE THE INVESTMENTS 

4 NECESSARY TO IMPROVE SERVICE QUALITY, DOES YOUR 

5 ALTERNATIVE REGULATION PROPOSAL ACCELERATE 

6 INFRASTRUCTURE INVESTMENT? 

7 A. 

8 

9 

In general, this alternative approach to regulation gives U S WEST a greater 

incentive to invest since it, like its competitors, can price advanced, competitive, and 

non-essential services (including new service packages) "to market ." Moreover, as I 
10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

explained earlier, this approach can also be expected to promote more robust 

competition with the result that all suppliers of telecommunications services will 

invest more than they otherwise would. Finally, alternative regulation plans in other 

states often include specific commitments to make accelerated investments in 

certain types of infrastructure. Typically, these commitments are proposed by the 

companies when they propose an alternative form of regulation. Since U S WEST 

is not seeking alternative regulation in this proceeding, it has understandably made 

no such commitment. I would note, however, that the company is free to make 

such a specific commitment at any time during this proceeding and might be 

encouraged to do so by the Commission. Such a commitment could initially be 

focused on specific investments needed to upgrade service quality and extend the 

reach of its DSL deployment. 

___l_l " I 

22 10. C O N C L U S I O N  

23 Q. COULD YOU PLEASE SUMMARIZE YOUR TESTIMONY? 

24 A. 

25 

26 

Yes. U S WEST proposes a plan that effectively retains ROR regulation and thus 

fails to provide effective safeguards against cross-subsidy, incentives for service 

quality improvement or incentives for infrastructure investment in Arizona. U S 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

ARIZONA CORPORATION COMMISSION 

STRATEGIC POLICY RESEARCH, INC. 
TESTIMONY OF HARRY M. SHOOSHAN 111 

PAGE 21, AUGUST 9, 2000 

WEST’S proposal would be costly to administer and oversee. It also carries with it 
an $88 million increase in basic service rates. 

In the alternative, I have presented a price regulation plan that can prevent cross- 

subsidies, creates incentives for service quality improvement and stimulates 

infrastructure investment by U S WEST. Finally, the price regulation plan I am 

recommending has concrete benefits for consumers of both basic and advanced 

services, including a five-year cap on basic service. 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

A. Yes, it does. 

S T f E G K  
P-0 - t1GY - 

R E S E A R C H  
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BASKET ONE BASKET TWO 
BasiclEssential Retail Services Essential Wholesale Services 

Basket Basket' 

BASKET THREE 
AdvancedlCom petitivelNonessentia1 
Services Basket (Tariff Subsection) 

I Cap lndex 20% reduction in access over 5 years Granted Streamlined Treatment as /n ACC 
R14-2-1109 & Rl4-2-1110 (GDPPI - 4 2) I w/th freeze on prices of other services I 

Flat Rate Residential 
Flat Rate Business 

Switched Access Services 
Special Access Services 

Transparent LAN Service (Sect 1) 

Frame Relay Service (Sect 2)  . 
wholesale Services to non-LEC 
Payphones (i.e., answer supervision, 
payphone access line) 
Other non-UNE wholesale offerings 

2 & 4 Party Service 
Exchange Zone Increment Charges 
Low Use Option Sem'ce 
SeM'ce Stations Service 

Megabit Services (Sect 3) 
LAN Switching Services (Sect 4) 
Exchange Services-Intra Call (Sect 5) 
MTS (Sect 6) 

I 
. .  

holesale Services to non-LEC 
Payphones (i.e., answer supervision, I 

2 & 4 Party Service 
Exchange Zone Increment Charges 
Low Use Option Sem'ce 
SeM'ce Stations Service 

payphone access line) 
Other non-UNE wholesale offerings 

Megabit Services (Sect 3) 
LAN Switching Services (Sect 4) 
Exchange Services-Intra Call (Sect 5) 
MTS (Sect 6) 

New "Stand-Alone" Services 

FCC rules on UNE pricing. 

Note: SPRs categorization of services among the baskets is based on discussions that we have held with 
ACC Staff throughout this process. 
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Georgetown University Law Center. 
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years on Capitol Hill. He was chief counsel and staff director of the Subcommittee on 
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reform the nation’s communications laws. 

Mr. Shooshan specializes in communications public policy analysis, regulatory reform and 
the impact of new technology and competition. He also advises on business strategies and 
market opportunities. 

Mr. Shooshan is the author of numerous studies and articles dealing with various aspects of 
the video marketplace, including the transition to digital television and the impact of the 
Internet. He is one of the nation’s leading authorities on telecommunications infrastructure 
and its relationship to economic development and to the global competitiveness of U.S. 
businesses. 

Mr. Shooshan coordinates SPR’s telecommunications and electronic mass media practice in 
Europe and has advised clients in the United Kingdom, Canada and the Caribbean. 

Mr. Shooshan has testified before several congressional committees, before the Federal 
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as an expert witness in litigation concerning broadcasting, cable and wireless cable, and in 
proceedings before the Copyright Arbitration Royalty Panel concerning satellite 
broadcasting. 

From 1976 to 1991, he was an adjunct professor of law at Georgetown University Law 
Center, teaching regulation and communications law. 
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P-0-LLCY. 

RE 5 E A  RC H 
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telecommunications and energy. 

U.S. HOUSE OF REPRESENTATIVES - Washington, D.C. 
Administrative Assistunt to the Honorable Torbwt H Macdonuld. Legislative and 
political coordination and support. 

NATIONAL ECONOMIC RESEARCH ASSOCIATES, INC. - 

PROFESSIONAL ACTIVITIES 

Member, Federal Communications Bar Association. 

TESTIMONIES 

Testimony before the Pennsylvania Public Utility Commission on behalf of Bell 
Atlantic - Pennsylvania. June 26, 2000. 

Testimony before the Board of Public Utilities in New Jersey on behalf of Bell 
Atlantic -New Jersey, BPU Docket No. "099120934. May 17,2000. 

Testimony before House Public Utihties Committee, General Assembly of Ohio on 
Substition House Bill 314 on behalf of Ameritech Ohio. April 12,2000. 
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Surrebuttal testimony before the Illinois Commerce Commission on behalf of 
Ameritech Illinois. Docket No. 98-0860. Ameritech Illinois Ex. 5.2 (Shooshan). 
April 26, 2000 

Rebuttal testimony before the Illinois Commerce Commission on behalf of 
Ameritech Illinois. Docket No. 98-0860. Ameritech Illinois Ex. 5.1 (Shooshan). 
March 1,2000. 

I4eBenefitsof Open Access: Consumer Control, L ~ ~ e s ,  ExpandedInwstmtand N m  
jobs. Testimony on behalf of the OpenNET Coalition. Presented before the House 
Committee on Consumer Affairs of the General Assembly of Pennsylvania. 
Hearing on House Bill No. 1516. Harrisburg, Pennsylvania. December 14,1999. 

Testimony on “open access” before the City Council. Buffalo, New York. October 
28, 1999. 

Testimony before the Illinois Commerce Commission on behalf of Ameritech 
Illinois. Docket No. 98-0860. Ameritech Illinois Ex. 5.0. March 12, 1999. 

With Peggy L. Rettle and Joseph H. Weber. Affidavit filed on behalf of Minnesota 
Telephone Association. CC Docket No. 98-1. March 6,1998. Response to State of 
Minnesota Reply Comments. December 22, 1998. 

Expert Report (Exclusivity Over Competition: I4e ConsequencesforMinnesosotd), filed on 
behalf of Minnesota Telephone Association in Minnesota Equal Access Network 
Services, Inc. et al. v. State of Minnesota, et al. Minnesota District Court, Second 
Judicial District. November 3, 1998. 

Direct testimony on behalf of Bell Atlantic - Pennsylvania, Inc. For a 
Determination that Provision of Business Telecommunications Services Is a 
Competitive Service Under Chapter 30 of the Public U d t y  Code. CC Docket No. 
P-00971307. February 12, 1998. 

Testimony before the Library of Congress, United States Copyright Office, 
Copyright Arbitration Royalty Panel. Presented on behalf of the Satellite 
Broadcasting & Communications Association. In the Matter of 1996 Satellite 
Carrier Royalty Rate Adjustment Proceeding, Docket No. 96-3 CARP-SRA. 
December 2, 1996. 

Testimony before the Committee on Commerce, Science, and Transponation, U.S. 
Senate. Regarding Federal Communications Commission Oversight and Reform. 
March 19, 1996. 

Testimony before the Office of the King County (Washington) Hearing Examiner 
in the Matter of Renewal of King County Television Franchises of TCI Cablevision 
of Washington, Inc. On behalf of King County Office of the Prosecuting Attorney. 
July 14, 1995. 

Testimony before the Alabama Public Service Commission. On behalf of BellSouth 
Telecommunications, Inc., d/b/a South Central Bell Telephone Company. Docket 
No. 24472. June 14, 1995. 

Testimony in Tumer Broadcasting System, Inc., et aL, Plaint@, v. Fedwal Communications 
Commission, et al., Defendants. United States District Court for the District of 
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Columbia. Docket No. C.A. No. 92-2247 (and related cases C.A. Nos. 92-2292,92- 
2494, 92-2495, 92-2558) (TPJ). Expert’s Report filed April 21, 1995; Expert 
Declaration filed May 25, 1995. 

With Calvin Monson. Testimony before the Tennessee Public Service Commission, 
Inquiry for Telecommunications Rulemaking Regarding Competition in the Local 
Exchange, Docket No. 94-00184. On behalf of BellSouth Telecommunications, 
Inc., d/b/a South Central Bell Telephone Company. June 17 and August 17-18, 
1994. 

Testimony before the Tennessee State Senate re: Senate Bill 2758 concerning local 
competition. March 29, 1994. 

Testimony regarding the significant competition for services offered by local 
exchange carriers before the Louisiana Public Service Commission. On behalf of 
BellSouth Telecommunications, Inc. d/b/a South Central Bell Telephone Company. 
Docket No. U-17949-D. January 31, 1994 and September 21, 1994. 

With John Haring. Testimony re: competitive safeguards. Before the Canadian 
Radio- television and Telecommunications Commission. On behalf of Sprint 
Canada in connection with Telecom Public Notice CRTC 92-78, Review of 
Regulatory Framework. November 25, 1993. 

With Jeffrey H. Rohlfs. Evzdence of Strategic Policy Research, Inc. Before the Canadian 
Radio-television and Telecommunications Commission. Prepared for Call-Net Tele 
communications, Ltd. in connection with Bell Canada, General Increase in Rates, 
1993. May 10, 1993. 

Direct testimony on behalf of Central Telephone Company of Illinois. Before the 
State of Illinois, Illinois Commerce Commission in Docket No. 92-0211, 
Implementation of Section 13-507 of the Public Utilities Act, as amended by P.A. 
87-856. April 19, 1993. 

With John Haring. Submission to the Canadian Radio-television and 
Telecommunications Commission. Prepared for Call-Net Telecommunications, 
Ltd. in connection with Telecom Public Notice CRTC 92-78, Review of Regulatory 
Framework. April 13, 1993. 

With John Haring and Jeffrey H. Rohlfs. Efficient Regulation of Basic-Tier Cable 
Rates. Expert Report prepared for National Association of Broadcasters in 
connection with the FCC’s rulemaking proceeding on cable rate regulation (MM 
Docket No. 92-266). January 26, 1993. 

Expert testimony on cable and wireless cable markets on behalf of Microband 
Corporation of America and TA Associates in SI Stern, James Simon and Beta 
GnnmiCationS,Inc. v.MDSAcquisition~atwn,Mio&ndCbpma&~Amevicaand 
TA Associates, 87 Civ. 4505 (RJW) (U.S. District Court, SDNY), statement filed 
November 18, 1992. 

Statement on S. 1200, The Communications Competitiveness and Infrastructure 
Moderni zation Act, before the Subcommittee on Communications, Committee on 
Commerce, Science and Transportation, U.S. Senate, Washington, D.C. February 
28, 1992. 
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Affidavit, “An Analysis of ‘A Staff Proposal for the Regulation of Large Local 
Exchange Telephone Companies’,’’ prepared at the request of the Ohio Telephone 
Association. January 7, 1992. 

Testimony regarding: “Alternatives to Rate-of-Return Regulation: Regulatory 
Modernization in the States,” before the Senate Select Committee on 
Telecommunications Infra structure and Technology, Senate of the State of Ohio, 
Columbus, Ohio. April 25, 1991. 

Statement regarding the telecommunications infrastructure before the Senate Select 
Committee on Telecommunications Infrastructure and Technology, Senate of the 
State of Ohio, Columbus, Ohio. February 28, 1991. 

Testimony on the economics of the financial interest and syndication rules before 
the FCC on behalf of Fox Broadcasting Company, en banc hearingln theMatter of 
Evaluation of the Syndication and Financiul Interest Rules, MM Docket No. 90-162. 
December 14, 1990. 

Testimony on the importance of network modernization and on the benefits of the 
“Intelligent Network” before the New York Public Service Commission on behalf 
of New York Telephone Company. August 1, 1990. 

Statement on “Media Ownership: Diversity and Concentration’’ before the 
Subcommittee on Communications. U.S. Senate. June 21, 1989. 

Testimony on Fairness Doctrine before the Federal Communications Commission. 
1984. 

Statement on the Telecommunications Act of 1981 before the Subcommittee on 
Telecommunications, Consumer Protection and Finance. U.S. House of 
Representatives. March 10, 1982. 

Statement on Diversity of Information Sources before the Subcommittee on 
Telecommunications, Consumer Protection and Finance. U.S. House of 
Representatives. September 15, 1981. 

PUBLICATIONS 

With Martin Cave. “Media and Telecoms Regulation in Converging Markets.” 
Chapter 4, The Regulatory Challenge, in e-bntunnia: the communications revolution. 
University of Luton Press. Copyright @ 2000. 

With Peter Temin. “Telecommunications in the 20th Century.” Prepared for 
Telecom and Electronic Media Industry Insights. February 23,2000. 

With Joseph H. Weber and Peter Temin. MaGble.com: Closed v. Open Modekifor the 
Broadband Internet. Prepared for the OpenNET Coalition. October 15, 1999. 

With John Haring and Margaret L. Rettle. EconomicAnalysis of the FCC‘s Proposed 
Policy of”ForcedAccess”for CLECs to Private Buildings. Prepared for the Real Access 
Alliance [a coalition of national real estate industry associations] for submission 



ARIZONA CORPORATION COMMISSION 

STRATEGIC POLICY RESEARCH, INC. 
ATTACHMENT 2, AUGUST 9, 2000 

TESTIMONY OF HARRY M. SHOOSHAN 111 

before the Federal Communications Commission in WT Docket No. 99-217 and 
CC Docket No. 96-98. August 27, 1999. 

With John Haring. LPFM: The i%reat to Consumer Welfare. Prepared on behalf of 
the National Association of Broadcasters for submission before the Federal 
Communications Commission, In theMatter of Creation ofa Low P m R a d i o  Swvice, 
MM. Docket No. 99-25 and RM-9208, RM-9242. August 2, 1999. [Included as 
Appendix C to Comments of the National Association of Broadcasters.] 

“A Modest Proposal for Restructuring the Federal Communications Commission.” 
Federal Communications Lawlournal, May 1998. 

With John Haring. Local Telecommunications Compettwn andDere&twn: Assessing the 
US. Model. Prepared for the 30th Annual Conference of the Institute of Public 
Utilities. Williamsburg, Virginia. December 10, 1998. 

WithJohn Haring. B e  Emperor’s N m  Clothes: Regzhtion withouta RatwnuLe. Prepared 
for submission before the Federal Communications Commission, In  the Matter of 
1998BienndReguldto~Ranezet- Reviezeofthe Commission ‘sBro&t -shipR& 
andOtherR&AdqptedPurnt to Section 202 $the TeLecommunicationsAct $1996, MM 
Docket No. 98-35, joint Comments $Fox Television Stations, Inc. and USA Broadcasting, 
Inc., Attachment A. Filed July 21, 1998. 

“The Argument for a One-Person FCC.” Legal Times. June 15, 1998. 

‘‘Wireless as Competitor: An Unconventional View.” Wireless Week. June 8,1998. 

With John Haring. Cutting the Gordian Knot $Rate Rebahncing. Prepared for the 29th 
Annual Conference of the Institute of Public Utilities, “Reconciling Competition 
and Regulation.” Williamsburg, Virginia. December 5, 1997. 

With John Haring, Calvin S. Monson and Jeffrey H. Rohlfs. Replacing Competitive 
Bans with Competitive Sajiguards: The Role oflmputation. Prepared for BellSouth. 
October 15, 1997. 

Troztbling Ironies and Inconsistencies: n e  MCUBTMerger. February 25, 1997. 

With John Haring. Focusing On the rrSuccessMode”: A CasefbrDeregulating National 
Broadcast Television Ownership. Prepared on behalf of Fox Broadcasting Company for 
submission before the Federal Communications Commission, Dockets FCC 96-436, 
96- 437 and 96-438. Filed February 7, 1997. 

With John Haring. Removing Regulatory Barriers to Stronger Local Television Service. 
Prepared on behalf of Home Shopping Network for submission before the Federal 
Communications Commission, Dockets FCC 96-436, 96-437 and 96-438. Filed 
February 7, 1997. 

With John Haring, Charles L. Jackson and Jeffrey H. Rohlfs. n7eBwlefitsof Goosing 
FCCSpecification of an  A TVStandard. Prepared on behalf of Capital CitiedABC, 
Inc., CBS, Inc., Fox Television Stations, Inc., the Association for Maximum Service 
Television, the National Association of Broadcasters and National Broadcasting 
Company, Inc., for submission before the Federal Communications Commission, In 
the Matter ofAdvanced Television Systems and Their Impact Upon the Existing Television 
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Broadcast Service. MM Docket No. 87-268. Reply Comments OfStrategzc Poluy Research on 
the Commission ‘s Fifth Further Notice ofProposedRulmking. Filed August 13,1996. 

With John Haring. %e Role ofResale in Establishing Local Competition. July 1,1996. 

With Ross M. Richardson. Comments on Hatfield Study. Prepared on behalf of 
BellSouth for submission before the Federal Communications Commission, In  the 
Matter OfImpLementdtwn ofthe Locid GnnptttionPr&ns in the TeLecmmunicdtionsAdof 
1996. CC Docket No. 96-98. Reply Comments. Filed May 30, 1996. 

With Jeffrey H. Rohlfs, John Haring and Calvin S. Monson. Interconnection and 
Economic Efficiency. Prepared on behalf of BellSouth for submission before the 
Federal Communications Commission, In  theMatter oflmplementation of the Local 
Competition Provisions in the TelecommunicationsAct of 1996. CC Docket NO. 96-98. 
Comments of BellSouth. Filed May 16, 1996. 

With John Haring, Jeffrey H. Rohlfs and Kirsten M. Pehrsson. Public H a m s  Unzque 
to Satellite Spectrum Auctions. A study prepared for the Satellite Industry Association. 
March 18, 1996. 

With Jeffrey H. Rohlfs and Calvin S. Monson. Bill-and-Keep: A Bad Solution to a 
Non-Problem. Filed before the Federal Communications Commission, In theMatter of 
Interconnection Between Local Exchange Gzrriers and Commercial Mobile Radio Service 
Providers (CC Docket No. 95-185) and Equal Access and Interconnection 
Obligations Pertaining to Commercial Mobile Radio Service Providers (CC Docket 
No. 94-54). Attachment to the Comments of the United States Telephone 
Association, March 4, 1996. 

With John Haring. Local Peqxctiws on Localimt in Brodastingand the Ad- Impact of 
Satellite DARS.  Prepared on behalf of National Association of Broadcasters for 
submission before the Federal Communications Commission, I n  the Matter of 
Establishment ofRules andPoliciesjbr the DigitalAudio Radio Satellite Service in the 2310- 
2360MHz Frequency Band. IB Docket No. 95-91, GEN Docket No. 90-357, PP-24, 
PP- 86, PP-87, Attachment 1, Commentsof the NationaLAssociation ofBroadcastm. Filed 
September 15, 1995. 

With John Haring and Jeffrey H. Rohlfs. Disalnlitiesof~ntintiedAsymmetricReg&tim 
ofAT&T. Prepared for AT&T. June 30, 1995. 

With John Haring. A Numerator in Search ofa Denominator. Prepared for Fox Broad- 
casting for submission at the Federal Communications Commission, In  the Matter of 
Review ofMultiple Ownership Rules. May 17, 1995. 

With John Haring. Building a Better Video Mousetrap. Prepared for BellSouth. May 
1995. 

With John Haring. The Evolving Electronic Medid Marketplace and the Dmlv ing  Czse fm 
Broadcast Ownership Restrictions. Prepared for Fox Broadcasting. March 20,1995. 

With Calvin S. Monson. Multimedia Access: Trends and Issues in the United States. 
Prepared for British Broadcasting Corporation. February 10, 1995. 

With John Haring. Universal Competition in the Supply ofTelecommunications Services: 
Eight Customer Perspectives. Prepared for Bell Atlantic. February 8, 1995. 



ARIZONA CORPORATION COMMISSION 

STRATEGIC POLICY RESEARCH, INC. 
TESTIMONY OF HARRY M. SHOOSHAN 111 

ATTACHMENT 2, AUGUST 9, 2000 

With Calvin S .  Monson. ModwnizingRegukztion in a ChangzngEnvironment. Prepared 
for BellSouth. June 20, 1994. 

With Jeffrey H. Rohlfs. Diverszfication and Growth: Achieving Synergies in the Global 
Entwtainment/Infomtion Economy. Prepared for Rogers Communications, Inc. for 
submission before the Canadian Radio-television and Telecommunications 
Commission. May 12, 1994. 

With Jeffrey H. Rohlfs. “New investment and the regulatory climate.” Telephony. 
May 2, 1994. 

With John Haring. Tools To Compete: Large Customer Perspectives On The Need For 
Regulatory Change In  Ohio. Prepared for Ameritech - Ohio. February 1994. 

With John Haring and Jeffrey H. Rohlfs. Regufato y Refmafor the I n f o m t i o n  Age: 
Provzding the Vision. Prepared for Southwestern Bell Telephone Company. January 
11, 1994. 

With John Haring and Jeffrey H. Rohlfs. %e US. Stake in Competitive Global Telecom- 
munications Services: The Economic Casefor Tough Bargaining. Prepared for AT&T. 
December 16, 1993. 

With John Haring and Calvin S. Monson. Regufato y Modernization: Analysis and 
c)Ptionsfor the Iowa Utilities Board. Prepared for the Iowa Utilities Board. October 8, 
1993. 

With Calvin Monson. The Importance ofLocal Exchange Carrier E n t y  into Personal 
Communications Smices. Prepared for Cincinnati Bell, Inc., Denver and Ephrata Tele- 
phone Company, Illinois Consolidated Telephone Company, Lufkin-Conroe 
Telephone Company, North Pittsburgh Telephone Company, Peoples Telephone 
Company and Southeast Telephone Company for submission at the Federal 
Communications Commission in Ex Parte Presentation, GEN Docket No. 90-314, 
ET Docket No. 92-100. September 9, 1993. 

With John Haring. Free to Compete: Meeting Cwtomw Needs in thel’mvism of the Public 
Network. Prepared for Southwestern Bell Telephone Company for submission at 
the Federal Communications Commission in Notice of Proposed Rulemaking, I n  the 
Matterc$ExpaandedIntwconnectionwithLod Telephone CbnpznyFdi&, CC Docket No. 
9 1-141, Ex Parte Presentation of Southwestern Bell Telephone Company, 
Attachment A. June 11, 1993. 

Co-author. A New Social Compact: Adapting Regulation to Meet Ohio’s Needsfor a n  
Advamedlnfomtion Infastwcture. Report and Recommendations of the Blue Ribbon 
Panel on Ohio’s Telecommunications Future. April 26, 1993. 

ISDNand the Public Switched Network: Building an “Open Pfaform. * Prepared for Bell 
Atlantic. July 17, 1992. 

With Kirsten Pehrsson, et al. Electronic Highways: Providing the Telecommunications 
Infastructurefor Pennsylvania’s Economic Future. Prepared for the Pennsylvania 
Chamber of Business and Industry jointly by NERA and Price Waterhouse. 
December 19, 1991. 
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With John Haring. Competition and Consumer Welfare in Long-Distance Telecom- 
munications. Prepared for AT&T for submission at the Federal Communications 
Commission in Notice of Proposed Rulemaking, In theMatter of Competition in the 
Interstate Inter exchangeMarket, CC Docket No. 90-132. May 15, 1991. 

With John Haring and Jeffrey H. Rows. n e  Competitive Impact of the ProposedMqer 
between Financiul Nms Network and Consumer Nms and Bwiness Channel. Prepared for 
the Dow JonedGroup W Partnership for submission to the Federal Trade 
Commission. April 11, 1991. 

With John Haring. Many Solutions in  Search ofa Single Problem. Before the Federal 
Communications Commission on Behalf of Fox Broadcasting, I n  the Matter of 
Evaluation of the Syndication and Financial Interest Rules, MM Docket NO. 90-162. 
Washington, D.C. November 21, 1990. 

Modernizing TelecommunicationsMust Be a Top Economic Priority. Presented at the 
Northeast-Midwest Leadership Council Dialogue, sponsored by the Northeast- 
Mideast Institute. Washington, D.C. October 8, 1990. 

With John Haring. Rules in Search ofa Rationale. Before the Federal Communications 
Commission on Behalf of Fox Broadcasting, In theMatter ofEvaluation of the Syndi- 
cation and Financial Interest Rules, MM Docket No. 90-162. August 1, 1990. 

With John Haring. %e Absence of a Coherent Public Policy RationaleforApplying the 
Fin/Syn Rules to Fox. Before the Federal Communications Commission on Behalf of 
Fox Broadcasting, In &Matter cfEvaludtwn of the Syndicatwn andFinancial Inmest Rules, 
MM Docket No. 90-162. Washington, D.C. June 14, 1990. 

With John Haring. “An Over-the-Air Broadcasting Commentary.” Broadcasting 
Magazine. May 7,  1990. 

With Jeffrey H. Rohlfs. Telecommunications Infiastmcture, Productivity, and Economic 
Development. Prepared for the United States Telephone Association. Washington, 
D.C. April 9, 1990. 

With John Haring. Broadcasting and Telecommunications Infimtmcture. Prepared for the 
National Association of Broadcasters. Washington, D.C. April 1990. 

With John Haring. How the Financral Interest andSyndication Rules Restrist the Growth of 
New Broadcast Networks. Before the Federal Communications Commission on Behalf 
of Fox Broadcasting. In theMatter ofAmendment of 47 C.F.R. s 73.6580)(1)@andfii), 
the Syndication and Financial Interest Rules, BC Docket No. 82-345. Washington, D.C. 
March 5, 1990. 

“Telecommunications Modernization and the Nation’s Infrastructure: Charting a 
New Course for Regulation and Public Policy in the United States.” Presented at 
the 2 1st Annual Williamsburg Conference. Williamsburg, Virginia. December 11- 
13, 1989. 

“Reforming Regulation of Local Exchange Carriers or It Is Broke, So Let’s Fix It!” 
Presented at the National Economic Research Associates, Inc. Telecommunications 
In A Competitive Environment Seminar. Scottsdale, Arizona. April 15, 1989. 
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With Erwin G. Krasnow and Michael Regan. “Legislating Conduct at the FCC: 
Congress and the FCC Authorization Process.” Broadcast Financialjournal. Des 
Moines, Iowa. March-April 1989. 

With Louise A. Amheim. n7e ImpdaofRegtJdtionandPublicPoL~on Telecommunicdtions 
Infrastructureand US. Competitiveness. Prepared for the Northeast-Midwest Institute. 
Washington, D.C. April 1989. 

With Louise A. Arnheim. “Broadcasters and Telephone Companies: Risks and 
Opportunities.” Telco Fiber & Video Market Entry: Issues and Perspectives for 
the Future. Prepared for the National Association of Broadcasters. Washington, 
D.C. March 1989. 

“Cable Television: Promoting a Competitive Industry Structure.” New Directions in 
Telecommunications Policy, Vol. 1: Regulatory Policy, Paula R. Newberg, ed., Duke Press 
Policy Studies, Duke University Press (Durham and London). 1989. 

With Louise A. Arnheim. “Public Broadcasting.” Prepared for the Benton 
Foundation Project on Communications & Information Policy Options. 
Washington, D.C. January 1989. 

With Charles L. Jackson, Jeffrey H. Rohlfs and Louise Arnheim. Home Video 
Programming How Secure From Piracy? A Comparison o f  Vas, C-Bandsdtellite %vie, 
Wireless Cable, Cable, andMDS. Prepared for MetroTEN Cablevision. Waslungton, 
D.C. July 1988. 

With Charles L. Jackson, Jeffrey H. Rohlfs and Susan W. Leisner. ONA: Keeping 
The Promise. A study commissioned by Bell Atlantic. Waslungton, D.C. May 1988. 

“Cable’s Changing Tune on Competition.” Cablevision. February 1, 1988. 

With Charles L. Jackson, Jeffrey H. Rohlfs and Louise A. Amheim. Qpening n e  
Broadband Gateway: The Need For Telephone Company Entry Into The V i0  Services 
Marketplace. Prepared for the United States Telephone Association. Waslungton, 
D.C. November 1987. 

With Charles L. Jackson and Louise A. Arnheim. “Tough Calls, Close Calls, 
Protocols.” Prepared for BellSouth Corporation. Washington, D.C. August 1987. 

With Erwin G. Krasnow. “Congress and the Federal Communications 
Commission: The Continuing Contest for Power.” COMM/ENT, Hastings 
Journal of Communications and Entertainment Law, University of California. Vol. 
9, No. 4. San Francisco, California. Summer 1987. 

With Jeffrey H. Rohlfs. Economic AnalysisofConcentrated Ownenhip ofcable Systems 
Prepared for the Motion Picture Association of America. Washington, D.C. July 
18, 1986. 

“No to Must Carry; Yes to Copyright Reform.” BroadcastingMagazine. October 7, 
1985. 

With Erwin G. Krasnow. “New Checks, Balances Affect FCC Policy-making.” 
Legal Times. Washington, D.C. April 8, 1985. Reprinted in Congressional Record. 
April 24, 1985 at S4720. 
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Editor. Disconnecting Bell: The Impact of the A TCTDivestiture. Pergamon Press. 
Elmsford, New York. 1984. 

“The Bell Breakup: Putting It In Perspective.” Disconnecting Bell: The Impact of 
the AT&T Divestiture. Pergamon Press. Elmsford, New York. 1984. 

With Thomas A. Muth. “Renewal: A Risky Business.” Czble Television Business. Vol. 
20, No. 14. July 1, 1983. 

With Jane Wilson and Catherine Sloan. The U.S. Copyright Royalty Tribunal: An 
Unsuccessful Expwirnent in able Copyright Reguhtion. Prepared for the Canadian Cable 
Television Association. June 1983. 

With Charles L. Jackson. %e Finan&l Interest and Syndication Rules: Public Ham and 
Consumer Loss. Shooshan & Jackson Inc. Washington, D.C. 1983. 

%e US. Copyright Royalty: An Unsuccessful Experiment in Czble CopyrightReguhtion. 
Prepared for the Canadian Cable Television Association. Shooshan &Jackson, Inc. 
Washington, D.C. June 1983. 

“Sports and Cable Television: Blessed by a Bandage of Cold Cash.” Update. Vol. 
7, No. 2. Amerzcan Bar Assoczation. Chicago, Illinois. Spring 1983. 

With Charles L. Jackson. Radio Subcarrim Services: How ToMake DolhrsandSwwe Out 
of New Business Opportunities. COM/TECH Report. Vol. 2, No. 1. National 
Association of Broadcasters. Washington, D.C. May 1983. 

“Telecommunications Competition: How We Got There &Where We Are Going.” 
Proceedings of the 25th IEEE Computer Society International Conference. 
September 20-23, 1982. IEEE Computer Society Press. Silver Spring, Maryland. 
1982. 

With Catherine Reiss Sloan. “FCC Media Ownership Rules: The Case for Repeal.” 
Journal of Communication. Volume 32:4. Autumn 1982. 

With Charles L. Jackson and Jane Wilson. “Alternative Methods of Extending 
Public Radio Coverage.” Prepared for the Corporation for Public Broadcasting. 
March 1982. 

With Charles L. Jackson. Cable Telwiswn: BeMonopoly Myth and Comptitiw Reality. 
Prepared for the National Cable Television Association. Washington, D.C. 1982. 

With Charles L. Jackson, Stanley M. Besen and Jane Wilson. Gble Copyright and 
Consumer Welfare: 7h Hidden Cost qf’tbe Compulsory License. Shooshan &Jackson Inc. 
Washington, D.C. 1981. 

With Charles L. Jackson and Jane L. Wilson. Newspapersand Videotex HowFreeA 
Press?. Modern Media Institute. St. Petersburg, Florida. 1981. 

With Charles L. Jackson. “The Battle To Control What You Will Get From Your 
Computer.” Washington Post (Outlook). Washington, D.C. August 24, 1980. 
Adapted from “Home Information Center: Newspaper On Television.” St. 
Petersburg Times (Perspective). St. Petersburg, Florida. June 22, 1980. 
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“Television: ‘. . . and that’s the way it was . . . .’ ” Georgetown Magazine. Washmgton, 
D.C. January-February 1979. 

“Options for Broadcasting and Public Broadcasting.” Options Papers. House 
Interstate and Foreign Commerce Committee. Print 95-13. 

“Public Broadcasting: A Congressional Review.” Public Telecommunications Review. 
Vol. 5, No. 3. 1977. 

Co-author. Cable Televtszon: Promise w u s  RegAtoly Pdorrnunce. House Interstate and 
Foreign Commerce Committee. January 1976. 

“Confrontation with Congress: Professional Sports and the Television Anti- 
blackout Law.” Syracuse Law Review. Vol. 25, No. 3. 1974. 

“Congressional Oversight: The Ninety-Second Congress and the Federal 
Communications Commission.” HarvardJournaLon Legslation. Vol. 10. February 
1973. Reprinted in Federal Communications BarJournal. Vol. 26, No. 2. 1973. 

SPEECHES 

Remarks on “Access to Broadband Networks,” to the Montgomery County 
Council. Rockville, Maryland. January 27, 2000. 

Remarks on “Open vs. Forced Access” to the American Legislative Exchange 
Council. Annapolis, Maryland. January 7,2000. 

Remarks on “Toward a National Broadband Policy in Telecommunications” to 
Michigan State University Institute of Public Utilities 3 1s Annual Conference. 
Williamsburg, Virginia. December 8, 1999. 

“Implications for State Regulators of FCC’s Broadband Policy.” Panelist, U S West 
Regional Oversight Committee Meeting. Denver, Colorado. September 27,1999. 

“Wired (and Wireless!) for the 21st Century: The Future of Television, Telephone, 
and the Internet.” Presented before the Amos Fortune Forum. Jaffrey Center, 
New Hampshire. August 13, 1999. 

“Residential Broadband Internet Access: Issues, Possible Solutions and Probable 
Outcomes.” Prepared for the British Broadcasting Corporation. London, England. 
June 1999. 

“Wireless and Wireline: The Coming Convergence.’’ Presented at the KMB V i e o  
J o u d ,  Tmty--ThirdInvimiod Gnfmence on Telecommunications Policy. St. Petersburg, 
Florida. April 27, 1999. 

”Local Telecommunications Competition and Deregulation: Assessing the U.S. 
Model.” Presented before the 30rh Annual Conference of the Institute of Public 
Utilities. Williamsburg, Virginia. December 10, 1998. 

“Retail Price Deregulation: A Win-Win’ Approach to Rate Rebalancing.” Remarks 
to USWest Regional Oversight Committee. Denver, Colorado. October 5,1998. 
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“Universal Service: Defining the Problem, Developing a Solution.” Remarks to 
KMB Video Journal Conference. St. Petersburg, Florida. September 28, 1998. 

“Rate Rebalancing: Competitive Impacts and Transitional Issues.” Panel discussion 
at the 29th Annual Conference of the Institute of Public Utilities, Reconciling 
Competition and Regulation, Williamsburg, Virginia. December 5, 1997. 

“Utilities in Transition: Meeting the Challenges of Competition, Consolidation and 
Deregulation.” Presented at the Maryland/ District of Columbia Utilities 
Association 1997 Spring Conference. Ellicott City, Maryland. May 8, 1997. 

“Overview - Interconnection, Network Unbundling and Local Competition Status 
Report.” Viewpoint on Thoughts on Successful the Telecom Act  Has Been in Fostering 
Competition to Date. . . and W a t  Lies Ahead. Presented at the “Interconnection . . . 
and the Competitive Checklist” Conference. Washington, D.C. April 29,1997. 

“The Long and Winding Road: A Users’ Perspective on the Telecommunications 
Act of 1996.” Remarks before The National Centrex Users Group Conference. 
Crystal City, Virginia. March 18, 1997. 

“The Telecommunications Act of 1996: One Year Later.” Roundtable discussion 
presented at “Utility Regulation and Strategy: The Basics Revisited,” Public Utility 
Research Center Annual Conference. Gainesville, Florida. February 14, 1997. 

“Getting It Done: Negotiations and Arbitration Under the 1996 Telecom Act.” 
Presented at the 28th Annual Conference of the Institute of Public Utilities, 
Michigan State University. Williamsburg, Virginia. December 5, 1996. 

“Assessing Mergers and Takeovers in Telecommunications.~’ Presented at 
“Conference of Antitrust, Merger Guidelines and Regulation of Utility 
Consolidation” sponsored by Institute of Public Utilities, Michigan State University. 
Washington, D.C. November 7, 1996. 

“The Telecommunications Act of 1996 - Promise and Performance.” Presented 
to the KMB Video Journal. St. Petersburg, Florida. October 29, 1996. 

“Capitalizing on Business Opportunities for New Jersey.” Keynote address 
presented to the Telecommunications Summit hosted by the Honorable Bob Franks 
(R-NJ). Somerset, New Jersey. September 24, 1996. 

“Update on Current Research: Resale and Cost Models.” Presented at the NARUC 
Summer Committee Meetings. Los Angeles, California. July 23, 1996. 

“The 1996 Telecom Act: A Blueprint for the Future?” Remarks delivered at United 
States Telephone Association’s Frontier in Telecommunications Conferences. 
Atlanta, Georgia, March 29, 1996. San Francisco, California, April 4, 1996. 
Chicago, Illinois, April 15, 1996. 

“The New Millennium: Settling the Information Frontier.” Remarks delivered to 
the United States Telephone Association’s Board of Directors Meeting. Chicago, 
Illinois. September 6 ,  1995. 

“State Regulation and the Information Superhighway.” Session speaker at 
“Infrastructure: The Framework for Development,” sponsored by the Federal 
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Reserve Bank of Atlanta and the Policy Research Center of Georgia State 
University. Atlanta, Georgia. June 15, 1995. 

“Providing for Universal Service in a Competitive Environment.” Presented to the 
KMB Video Journal Conference on Regulatory Devolution and Its Impact on 
Telecommunications. St. Petersburg, Florida. April 28, 1995. 

“Local Competition in Telecommunications: Public Policy Issues and Options.” 
Presented at Market and Technological Convergence: Implications for Regulation, 
Public Utility Research Center Annual Conference, University of Florida, 
Gainesville, Florida April 27, 1995. 

“Local Competition: Thoughts on Cutting the Pie.” Presented to the Tennessee 
Telephone Association. Callaway Gardens, Pine Mountain, Georgia. April 18, 
1995. 
“Reshaping the Firm and Regulation in Competitive Markets.” Speech to the 15th 
Annual Telecommunications Conference, Organizational & Regulatory Change, 
sponsored by The James C. Bonbright Utilities Center - Terry College of Business 
of the University of Georgia and The Georgia Public Service Commission. Westin 
Peachtree Plaza, Atlanta, Georgia. March 27, 1995. 

“Universal Service and the $20 Billion Problem: Making the Transition to Local 
Competition.’’ Presented before the Telecommunications Reports Second Annual 
Conference, Universal Service ‘95. Sheraton Carlton Hotel, Washington, D.C. 
January 19,1995. 

“Who Wants and Who Gains from Telecommunications Restructuring.” 
Roundtable discussant at “Toward a New Regulatory Paradigm,” Innovative 
Regulation as a Prerequisite for Competition in Utility Industries, 26th Annual 
Conference, Institute of Public Utilities, The Eli Broad Graduate School of 
Management, Michigan State University. Williamsburg, Virginia. December 14, 
1994. 

“Asset Management, Planning and Investment in Competitive Markets: Regulation 
Matters.” Presented to USTA Capital Recovery Seminar. Phoenix, Arizona. 
September 12, 1994. 

“Telecommunications Infrastructure: A Link to Economic Development.” Speech 
to Business and Community Leaders Meeting hosted by GTE to announce World 
Class Network. Tampa, Florida. June 8, 1994. 

“Competition versus Regulation - A Vision for the Future.” Keynote address at 
the 87th Annual Convention of the Florida Telephone Association, Fast Forzeard to the 
Future. Ocean Grand, Palm Beach, Florida. June 6, 1994. 

“Assessing LEC Price Caps: Where We Should Be Headed.” Presented before the 
Telecommunications Reports LEC Price Caps Conference. Ritz Carlton Hotel, 
Washington, D.C. May 17, 1994. 

“Local Competition: The U.S. Experience.” Presented at Communications, Law and 
Policy: Cuvent Issues, a national symposium sponsored by the Law Society of Upper 
Canada and the Canadian Bar Association. Ottawa, Ontario, Canada. May 6,1994. 
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“Regulation and the Market Place in the Convergence Era - Responding to the 
Needs of the Users and Consumers.’’ Reinventing State Regulato y Structuures in the 
Convergence Era. mat Model Can Work Best? And Why? An Exchange of Views 
Conference, Vol. 10, No. 5 of the KMB Video Journal. The Don CeSar, St. 
Petersburg, Florida. May 2, 1994. 

With John Haring. “Cost-of-Capital Adjustments in a Price-Cap Model.” Paper 
prepared for presentation at New Mexico State University, College of Business 
Administration and Economics, Center for Public Utilities, Current Issues 
Conference. Santa Fe, New Mexico. March 13-16, 1994. 

“Overview - Redefining Universal Service.” Telecommunications Reports Universal 
Service Conference. Washington, D.C. February 1, 1994. 

“Industry and Washington Updates.” The Future of Interactive Communications, 
San Diego Communications Council Conference. San Diego, California. December 
16, 1993. 

“Reconciling Divergent User Needs and Regulatory Policy.” Twenty-Fifth Annual 
Conference, Institute of Public Utilities. Williamsburg, Virginia. December 13, 
1993. 

Panelist, “State Regulatory Responsibilities and New Opportunities in the Age of 
Restructuring and Uncertainty.” The KMB Video Journal, The Eleventh 
Invitational Conference. St. Petersburg, Florida. November 30, 1993. 

“Competition and the Obligation to Serve; the Cost of Universal Service.” National 
Association of Regulatory Utility Commissioners, 105th Annual Convention and 
Regulatory Symposium, “Meeting Consumer Demands as Competition Grows.” 
New York, New York. November 15-18, 1993. 

Responder, “Public TV and Public Access: Bringing Home the Electronic 
Highway.” Symposium jointly sponsored by the Lyndon Baines Johnson Library, 
the LBJ School of Public Affairs, the Public Broadcasting System and the Alliance 
for Public Technology. Austin, Texas. November 5, 1993. 

“Evolving Technology Equals Emerging Competition Squared.” Remarks 
presented before the Ohio Telephone Association, 98th Annual Conference. 
Cincinnati, Ohio. September 21, 1993. 

With John Haring. “The $20 Billion Impact of Local Competition in 
Telecommunications.” Presented at the National Association of Regulatory Utility 
Commissioners Symposium. San Francisco, California. July 28, 1993. 

“Has Traditional Regulation Outlived its Role in Telecommunications?” Presented 
at New England Conference of Public Utilities Commissioners, 46th Annual 
Symposium. The Balsams, Dixville Notch, New Hampshire. June 29, 1993. 

“A New Public Policy for Changing Markets and Technology.” Remarks at the 
Florida Telephone Association 86th Annual Convention. Belleview Mido Resort 
Hotel, Clearwater, Florida. June 8, 1993. 

“Telecommunications Public Policy: How We Got Here.” Panelist at United States 
Telephone Association Congressional Staff Seminar, The Public Policy Challenge: 
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Adzpting Reguhtion to ChangzngMarketsand Technology. Williamsburg, Virginia. June 3- 
4, 1993. 

Panelist, “The Wireless World and Its Relationship to the Wireline Infrastmcture.” 
The KBM Video Journal. St. Petersburg, Florida. April 19-21, 1993. 

“Challenging Times . . . Achieving Our Regulatory Goals.” Speech presented to 
GTE Telephone Operations - South Area Key Management Meeting, ChaLLmgzng 
Times. . . Challenging Issues. Tampa, Florida. March 17, 1993. 

“A Competitor’s View of Market Opportunities.” Panel moderator at United States 
Telephone Association’s National Issues Conference, Responding to Competition. 
Washington, D.C. February 17, 1993. 

“Telecommunications Infrastructure: Responding to Customers’ Needs.” Panelist, 
KMB Video Journal - 9th Invitational Conference. Innisbrook Conference Center, 
Tarpon Springs, Florida. October 29, 1992. 

“The Future of Telecommunications in the Information Age.” Speech presented to 
the GTE South Area Public Affairs Conference, Business As Usual: NOT. Haines 
City, Florida. October 6, 1992. 

“Strategy for the 21st Century: Diversifying in a Competitive Marketplace.” 
Presented before the National Association of Broadcasters Television Group 
Executive Forum, Washington, D.C. October 2, 1992. 

“Incentive Regulation: Where, Why and How.” Presented before the 15th Annual 
Conference of Regulatory Attorneys. Columbus, Ohio. May 6, 1992. 

“Telecommunications Infrastructure in the 1990s: The Role of the Public Switched 
Network.” Presented before the National Council of State Telephone Association 
Executives. Colorado Springs, Colorado. May 4, 1992. 

”Electronic Highways: Providing the Telecommunications Infrastructure for 
Pennsylvania’s Economic Future (A Study Prepared for the Pennsylvania Chamber 
of Business and Industry by NERA and Price Waterhouse), Distinctive Features and 
Key Findings.” Presented before the Institute of Public Utilities, 23rd Annual 
Conference. Williamsburg, Virginia. December 10, 1991. 

“The Changing Scene of State Regulation: Trends and Implications.” Presented at 
a public forum conducted by the Wisconsin Public Utility Institute, University of 
Wisconsin-Madison campus. Madison, Wisconsin. December 6 ,  1991. 

“Understanding the Role of Communications in an Information Economy and 
Information Society.” Presented before the Annual Seminar on Foreign Policy, 
Junior Council on World Affairs. Cincinnati, Ohio. November 23, 1991. 

“The Revolution in Communications and the Challenges for Peace, Democracy and 
Economic Progress.” Presented before the Issues for Business Luncheon 
sponsored by the Cincinnati Council on World Affairs and hosted by Star Bank. 
Cincinnati, Ohio. November 22, 1991. 
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With John Haring. “Economic Policy Analysis of Cable Compulsory License.” 
Presented before the Board of Directors of the Motion Picture Association of 
America. Los Angeles, California. October 22, 1991. 

“Telecommunications Infrastructure: Building the Electronic Highway for the 21% 
Century.” Presented before the GTE Common Ground Workshop. Madison, 
Wisconsin. October 8, 1991. 

“Electronic Highways: Bringing America Together.” Presented before the Mid- 
America Telecom Showcase & Seminar. Kansas City, Missouri. October 7,1991. 

“Cable Television Companies and Telcos: Customers or Competitors?” Presented 
to Northern Telecom’s Business and Consumer Marketing Forum. Tucson, 
Arizona. October 2, 1991. 
“Competition & Change in Europe’s Telecommunications Markets.” Panel 
discussion at Third Economist Conference. London, England. September 16, 
199 1. 

“Modernizing Regulation: The Incentives for Investment in Telecommunications 
Infrastructure.” Presented before the 69th Annual Convention of the Georgia 
Telephone Association. Savannah, Georgia. June 18, 199 1. 

“Telcos and the Information Economy: Meeting the Challenges of the 1990s.” 
Presented before the Wisconsin State Telephone Association, 8 1st Annual 
Convention. The Abbey, Fontana, Wisconsin. May 21, 1991. 

“Beyond Incentive Regulation: The Challenge Facing Telephone Companies in 
Competitive Markets.” Presented before the Tennessee Telephone Association. 
Hilton Head, South Carolina. April 11, 1991. 

“Benefits of Lifting the MFJ Restriction on Information Services.” Remarks before 
the MFJ Symposium sponsored by the Public Utility Commission of Ohio. 
Columbus, Ohio. January 25, 1991. 

“ Worldwide and Domestic Economic Development Through Communications.” 
Presented before the Lt. Governor’s Conference on Telecommunications, 
sponsored by the Indiana Department of Commerce and the Indiana Telephone 
Association, Inc. Indianapolis, Indiana. November 29, 1990. 

“Telecommunications Infrastructure: A Framework For Public Policy Analysis.” 
Remarks prepared for Bellcore’s Seventh Issues Management Fall Conference. 
Florham Park, New Jersey. October 1, 1990. 

“Changing Technology and Converging Markets: U.S. Telecommunications in 
Transition.” Presented at The Integration of Telecommunications and Broadcasting 
Conference sponsored by 7he Economist Conference Unit. London, England. 
September 17-18, 1990. 

Remarks on telecommunications Infrastructure. Prepared for the Nonheast- 
Midwest Institute Leadership Council. Washington, D.C. September 13, 1990. 
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Panel discussion on the nature of the relationship between telecommunications and 
state economic development. The Council of State Governments’ Eastern Regional 
Conference. Manchester, New Hampshire. July 3 1, 1990. 

With John Haring. “The Demand for Information Services and the Case for 
Regulatory Reform in Telecommunications.” Presented to the Bellcore/Bell 
Canada Industry Forum. Hilton Head, South Carolina. April 1990. 

With Jeffrey H. Rohlfs. “Will Price Caps Correct Major Economic Flaws in the 
Current Regulatory Process?.” Presented at the 20th Annual Williamsburg 
Conference. Williamsburg, Virginia. December 5-7, 1988. 

“Exercise of Congressional Influence Vis-;-vis the FCC and Judge Greene: Some 
Changing Relationships.” Presented at the Northern Telecom Law Department 
Seminar. Pebble Beach, California. May 13-15, 1988. 

With Jeffrey H. Rohlfs and Susan W. Leisner. “The Negative Effects of Tax 
Reform on the Telephone Industry: Making Up the $15 Billion Difference.” 
Presented at the 1 9  Annual Telecommunications Policy Research Conference. 
Airlie, Virginia. September 27-30, 1987. 

“Mass Media and the First Amendment: Separate but Unequal.” Presented to the 
Association for Education in Journalism and Mass Communication 1984 
Convention. Gainesville, Florida. August 1984. 

Remarks prepared for the CBA Legislative Workshop. 1984. 

Remarks prepared for the National Commission on Free and Responsible Media. 
Washington, D.C. February 28, 1984. 

“Local Distribution in the New Telecommunications Era: Nature and Extent of 
Regulation.” Presented to the Workshop on Local Access: Strategies for Public 
Policy. Ad Hoc Committee on Access. Chase Park Plaza Hotel. St. Louis, 
Missouri. September 14-17, 1982. 

“Cable and Enhanced Services: Legal and Regulatory Barriers.” Presented to 
EASCON ‘81. Washington, D.C. November 18, 1981. 

“From the Crystal Ball to the Real World.” Presented to the 1981 Convention of 
the Associated Press Managing Editors. Toronto, Ontario, Canada. October 20, 
1981. 

“A New Federalism: Federal/State Regulation in the Competitive Era.” Presented 
to the Seventh Annual Rate Symposium of the Institute for the Study of Regulation. 
Kansas City, Missouri. February 9, 1981. 

Remarks prepared for the Technical Committee on Media of the White House 
Conference on Aging. New York. January 14, 1981. 
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2 

I. STATEMENT OF OUALIFICATIONS AND INTRODUCTION 

3 Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

4 A. My name is Thomas M. Regan. My business address is 8625 Farmington Cemetery Road, 

5 Pleasant Plains, Illinois, 62677 

6 

7 Q. WHAT IS YOUR PRESENT OCCUPATION? 

8 A. I am an Economist with the firm of William Dunkel and Associates. I have been employed by 

9 William Dunkel and Associates since 1994. Since that time, I have regularly provided 

10 consulting services in telephone regulatory proceedings throughout the country. 

11 

12 Q. HAVE YOU PREVIOUSLY TESTIFIED? 

13 A. Yes. I testified on behalf of the Colorado Office of Consumer Counsel in a rate rebalancing case 

14 involving U.S. West Communications, Inc., Docket No. 96s-257T et ai. In addition, I pre-filed 

15 testimony in Pennsylvania Docket No. R-00953409. However, that case was settled prior to 

16 hearings. 

17 

18 Q. HAVE YOU PREPARED AN APPENDIX THAT DESCRIBES YOUR QUALIFICATIONS? 

19 A. Yes. My qualifications are shown on Appendix A. 

20 

21 Q. WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN THIS PROCEEDING? 

22 A. The purpose of my Direct Testimony in this proceeding is to discuss the proper economic 
1 



I .  

i -  I 1 principles that apply to the calculation of economic costs, and the role that these costs have in 

2 this proceeding. In this testimony, I discuss the Total Service Long-Run Incremental Cost 

3 (TSLRIC), and its proper role as a price floor for services. In addition, I discuss the Stand-Alone 

4 Cost, and its proper role as a price ceiling for services. Finally, I discuss how the TSLRIC and 

5 Stand-Alone Costs are properly used to identify the existence of subsidies. 

6 

7 Q. WHAT IS THE TSLRIC, AND HOW IS IT CALCULATED? 

8 A. There are at least two ways the TSLRIC of a service can be determined. One way to determine 

9 the TSLRIC is to calculate the costs that are avoided when the service in question is discontinued 

10 or eliminated, while all other services continue to be provided. This can be determined by 

11 calculating the difference between the total costs of providing all services, including the service 

12 in question, and the total cost of providing all services without the service in question. This 

13 method of calculating TSLRIC is consistent with USWC’s definition of TSLRIC, as provided by 

14 Mr. Thompson in his Direct Testimony in this proceeding: 

15 
16 
17 
18 
19 

The TSLRIC studies identify the total cost of offering the service - defined as the total 
costs incurred by U S WEST while offering the service, less the total costs that would be 
incurred by U S WEST if the service were not offered.’ 

20 An alternative method of calculating the TSLRIC is to determine the additional cost that is 

21 incurred when the service in question is added to a network that already provides all other I 

22 services provided by the company. This method of calculating TSLRIC is consistent with the 

‘Thompson Direct Testimony, page 4, line 23. 
i 

2 
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I -  1 definition of TSLRIC contained in the Arizona Corporations Commission's Rules and 

~ 

2 Regulations, Section R14-2- 1 102 (1 7), which provides the following definition: 

3 
4 
5 
6 
7 
8 
9 

10 

"Total Service Long Run Incremental Cost." The total additional cost incurred by a 
telecommunications company to produce the entire quantity of a service, given that the 
telecommunications company already provides all of its other services. Total Service 
Long run Incremental Cost is based on the least cost, most efficient technology that is 
capable of being implemented at the time the decision to provide the service is made. 

When properly applied, either of the above definitions will lead to the proper calculation of 

1 1  TSLRIC costs. 

12 

13 Q. WHY IS THE TSLRIC THE APPROPRIATE PRICE FLOOR FOR A SERVICE? 

14 A. As USWC indicated in its response to Data Request WDA 2-6 in this proceeding, as long as a 

15 service is priced equal to or above its properly calculated TSLRIC, the service is not receiving a 

16 cross-subsidy. If a service is priced below its properly calculated TSLRIC, the service is 

17 receiving a cross subsidy. Therefore, a price set equal to TSLRIC represents the minimum level 

18 at which a service could be priced and not receive a subsidy. As long as the price for a service is 

19 at least covering the additional cost that is directly caused by that service, the company is better 

20 off providing that service than not providing it. If the price for a service does not cover at least 

21 the additional cost that is directly caused by the provision of that service, the company is better 

22 off by not providing that service. For these reasons, the TSLRIC is generally accepted as the 

23 appropriate price floor for a service. 

24 

25 Q. IS IT COMMON FOR THE TSLRIC COSTS TO EXCLUDE A LARGE PORTION OF THE 
3 
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2 A. Yes. It is common for the TSLRIC costs to exclude a large portion of the total costs of providing 

3 

4 

5 

6 

7 

8 

9 

10 

11 

TOTAL COSTS OF PROVIDING TELECOMMUNICATIONS SERVICES? 

telecommunications services. As Mr. Dunkel testified in his Direct Testimony, the provision of 

telecommunications services is engineered such that many services are provided over shared 

network facilities whose costs would not be avoided even if any one of the services that are 

provided using those facilities were eliminated or discontinued. As Mr.. Dunkel points out, the 

costs of such network facilities represent a large portion of USWC’s total investment in all 

facilities combined. As a result, the calculated TSLRIC based on this conclusion exclude a 

significant portion of the total costs of providing telecommunications services. 

Q. IS THERE ANY PRACTICAL WAY TO ASSIGN SHARED COSTS ON THE BASIS OF 

12 COST-C AUS ATION? 

13 

14 

15 

16 

17 

18 

A. No. The fundamental principle of TSLRIC costs is to assign costs on the basis of cost-causation. 

If the costs of a facility are shared by more than one service, there is no practical way to assign 

the costs of those facilities on the basis of cost-causation. In the case of shared costs, all of the 

costs would be required to provide at least one other service in addition to the service in question. 

Therefore, none of the shared costs would be added (avoided) if the service in question were 

added (eliminated or discontinued) from a network that continued to provide all other services. 

19 

20 Q. HAS THE FCC RECOGNIZED THE DIFFICULTY OF ASSIGNING SHARED FACILITY 

21 COSTS ON THE BASIS OF COST-CAUSATION? 

4 



1 A. Yes. The FCC has specifically indicated that the some telecommunications facilities cannot be 

2 allocated on the basis of cost-causation principles, because all of the facilities would be required 

3 even if they were used only to provide local service, or if they were used to only provide 

4 interstate access service. The FCC specifically stated: 

5 
6 
7 
8 
9 

10 
11 distance calls.* 
12 

These costs pose particularly difficult problems for the separations process: The 
costs of such facilities cannot be allocated on the basis of cost-causation principles 
because all of the facilities would be required even if they were used only to 
provide local service or only to provide interstate access services. A significant 
illustration of this problem is allocating the cost of the local loop, which is needed 
both to provide local telephone service as well as to originate and terminal long- 

13 Q. IF SHARED COSTS CANNOT BE ASSIGNED ON THE BASIS OF COST-CAUSATION, ON 

14 WHAT BASIS ARE THEY TO BE ASSIGNED? 

15 A. Since there are no strict economic principles that dictate how shared costs are to be recovered, 

16 the recovery of the costs of shared facilities is really a pricing matter that is based upon 

17 someone's judgement. When it comes to the recovery of shared costs, public policy principles 

18 are applied rather than economic principles. 

19 

20 For example, for public policy reasons, a Commission may choose to price residential basic 

21 exchange service such that it makes a smaller percentage contribution over and above TSLRIC 

22 toward the shared and common costs of USWC, compared to other more discretionary services. 

23 However, this is no longer a matter of "subsidy." This is merely a policy decision to impose a 

2723, FCCAccess Charge Reform Order, FCC 97-158. 

5 
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7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

relatively smaller markup above TSLRIC for residential basic exchange service than for more 

discretionary services. As long as a service is priced at or above its properly calculated TSLRIC, 

the service is not receiving a subsidy. 

Q. WHAT IS THE STAND-ALONE COST? 

A. The Stand-Alone Cost is the cost that would have to be incurred to provide a service if that 

service "stood alone", and did not share facilities with any other service. In economic theory, the 

Stand-Alone Cost generally determines the price "ceiling" for a service. 

Q. WHY DOES THE STAND-ALONE COST REPRESENT THE PRICE CEILING? 

A. Economic theory dictates that in order for a price to not provide a subsidy, it must be at or below 

the properly calculated Stand-Alone Cost for that service. If a service has a price that is above its 

Stand-Alone Cost, then that service could be providing a subsidy to one or more of the 

company's other services. If a service is priced above Stand-Alone Cost, but no services are 

receiving a subsidy (i.e. no services are priced below their properly calculated TSLRIC), the 

payment of rates above Stand-Alone Cost for that service could be thought of as a "subsidy" to 

the company's shareholders in the form of higher earnings, rather than actually subsidizing some 

other service. Since the price for a service must be at or below the Stand-Alone Cost to not 

provide a subsidy, the Stand-Alone Cost is generally considered to be the price ceiling for a 

service. 

6 
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1 Q. HAS THE FCC ACKNOWLEDGED THAT THE TSLRIC IS THE PRICE FLOOR AND THE 

I i 7 STAND-ALONE COST IS THE PRICE CEILING FOR A SERVICE? 

I 3 A. Yes. These widely accepted, economic principles are discussed in the following quotation from 

i 4 an FCC Order: 

5 
6 
7 
8 
9 

10 

Economists would say that in order to give incumbent local exchange camers the proper 
incentives to build multi-service facilities, where such facilities are economically rational, 
cost allocated to each individual service or subset of services should be less than the 
stand-alone cost but greater than the incremental cost. ... These are the upper and lower 
bounds within which costs allocated to regulated and nonregulated services should fall? 

11 Q. IF A PRICE IS SET ABOVE ITS TSLRIC FLOOR OR BELOW ITS STAND-ALONE PRICE 

12 CEILING, IS THAT INDICATIVE OF ANY PRICING PROBLEM? 

13 A. No. The proper range for a price is between the TSLRIC price floor and the Stand-Alone price 

14 ceiling. This is the range of subsidy-fkee rates where prices should generally fall. If a service is 

15 priced above its TSLRIC floor, this is not indicative of a problem, since prices are generally set 

16 above the floor to provide contribution toward the shared, joint and common costs of providing 

17 services. If a service is priced below its Stand-Alone ceiling, this is not indicative of any pricing 

18 problem either, since prices are normally set below their ceiling. 

19 

20 Q. IF SWITCHED ACCESS, TOLL OR VERTICAL SERVICES ARE SHOWN TO BE PRICED 

21 ABOVE THEIR RESPECTIVE TSLRIC COSTS, DOES THIS DEMONSTRATE THAT 

22 THESE SERVICES PROVIDE A “SUBSIDY” TO RESIDENTIAL BASIC EXCHANGE 

’720, FCC ‘s Notice of Proposed Rulemaking, CC Docket No. 96-1 12, adopted and released May 10, 1996. 

7 
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6 

7 

8 

9 

10 

11 

12 

13 

SERVICE? 

A. No. Demonstrating that a service is priced above TSLRIC does not provide si fficient evidence 

of that service providing a subsidy to other services. Rather, a service must be demonstrated to 

be priced above its properly calculated Stand-Alone Cost to be demonstrated to be providing a 

subsidy. Furthermore, even if a service is demonstrated to be priced above its properly 

calculated Stand-Alone Cost, in order to demonstrate that the service is providing a subsidy to 

another service, some other service must be demonstrated to be priced below its properly 

calculated TSLRIC. If no services are found to be priced below their properly calculated 

TSLRIC, the "subsidy" may actually be flowing elsewhere, such as to the company's 

shareholders in the form of higher earnings, rather than as a subsidy to another service. 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 

A. Yes. 

8 



Appendix A 
Thomas M. Regan, Consultant 
8625 Farmington Cemetery Road 
Pleasant Plains, IL 62677 

PRESENT POSITION 
William Dunkel and Associates 
Position: Consultant 

- Prefiled testimony on behalf of the Pennsylvania Office of Consumer Advocate in a case 
involving Bell Atlantic-Pennsylvania, Docket No. R-953409 in which he addressed 
stimulation as a result of toll price reductions. That proceeding was settled prior to going 
to hearing. 
Testified on behalf of the Colorado Office of Consumer Counsel in a rate rebalancing 
case involving U.S. West Communications, Inc., Docket No. 96s-257T et al. 

- Participated in, but did not testify in, the following proceedings: 

-New Mexico Case No. 3008 (General RateDepreciation case of USWest) 
-Arizona Docket No. T-0105 1B-97-0689 (Depreciation case of US West) 
-Illinois Docket No. 99-041 2 (EAS case involving Geneseo Telephone Company) 
-Illinois Docket Nos. 98-0200/98-0537 (Consolidated) (Usage sensitive service of GTE) 
-Florida Undocketed Special Project (Fair and Reasonable Rates of BellSouth, GTE, 
and Sprint) 
-Pennsylvania Docket No. A-3 10125F002 (GTE North Interconnection Proceeding) 
-Washington Docket UT-960369 (US West Communications, Inc. Interconnection Case) 
-Utah Docket No. 97-049-08 (US West Communications, Inc. General Rate Case) 
-Oklahoma Cause No. PUD 96-0000214 (Public Service of Oklahoma Depreciation 
Case) 
-Hawaii Docket No. 7702 (GTE Hawaiian Tel General Rate Case) * 
-Washington Docket UT-950200 (US West Communications, Inc. General Rate Case) 
-Pennsylvania Docket R-00953409 (Bell Atlantic Toll Automatic Savings Plan) 
-Pennsylvania Docket R-00963550 (Bell Atlantic Rate Rebalance Proceeding) 
-Iowa Docket RPU-95- 1 1 (US West Communications, Inc. General Rate Case - 
Withdrawn by USWC just prior to hearings) 
-Arizona Docket E-105 1-93-1 83 (US West Communications, Inc. General Rate Case - 
Remand) 
-Colorado Docket 95s-523T (US West Communications, Inc. CustomChoice Case - 
Withdrawn) 
-Utah Docket 95-049-05 (US West Communications, Inc. General Rate Case) 
-Iowa Docket RPU-95- 10 (US West Communications, Inc. Interconnection Case) 
-Hawaii Docket 94-0298 (General Telephone and Electronics (GTE) Depreciation Case) 
-Indiana Cause No. 39938 (Indianapolis Power and Light Company - Depreciation Case) 

1 



Appendix A 
Participation in the above proceedings included some or all of the following: 

Developing analyses, writing draft testimony, preparing data requests, analyzing issues, 
analyzing price elasticity and other economic issues, writing draft testimonies, prepared 
data requests and responses, prepared draft questions for cross-examination, and 
developed various quantitative models 

Member of the Economic Advisory Board at the University of Illinois-Springfield. 

PREVIOUS EMPLOYMENT 

Sangamon State University 
Graduate Assistant 

-Prepared research projects on various economic topics 
-Formed theoretical and statistical models 
-Analyzed results of empirical models 
-Formulated policy recommendations based on results. 
-Worked with students 

EDUCATION 

Master of A r t s  in Economics from Sangamon State University in Springfield, Illinois 
GPA 3.9714.0 

Bachelor of Arts in Liberal A r t s  Economics from University of Illinois, Urbana, Illinois 

Relevant Coursework: 
-Mathematics and Calculus 
-Statistical Analysis 
-Accounting/Financial Analysis 
-Economic and Statistical Modeling 

-Economics in Management 
-International Economics 
-Environmental Economics 

-Marketing 

Academic Awards and Honors: 
-Phi Theta Kappa Honor Fraternity 
-Economics Marshall Award 
-Omicron Delta Epsilon Economics Honor Society 
-Who's Who at America's Colleges and Universities 
-Outstanding Student in Economics Award 
-Highest graduate GPA in history of Economics program 

2 



Schedule WDA-4 
Page 1 of 2 

Calculation of the 
Modernization Incentive Credit 

For Calendar Year 

1. Calculate the percent of investment retired: 

a. 
b. Retirements in Year 

Plant in Service at Start of Year 

C. Percent Retired (Line b/Line a) -Yo 

2. Compare to the annual retirement expectations in the ACC approved depreciation 
rates: 

d. .Annual retirement expected in approved depreciation rates 13% 
e. Percent of expectation not met (1 -(Line d i n e  d)) -Yo 

3. Calculate the credit for the expectation not met: 

f. Intrastate depreciation expense accrued in year !i 
g. Annual credit amount ((Line f x Line e) s 
h. Monthly credit amount (Line g/12) $ 

j -  Monthly credit per line (Line m i n e  i) $ 
1. Working loops in year' 

4. Credit the bills if expectations not met 

a. 

b. 

C. 

d. 

Commencing with the June bills, the customers will receive a per line 
credit which is the amount shown on linej. This initial credit will be 
calculated using the figures as filed by USWC. 
The monthly per line credit will appear on customer bills for the twelve 
consecutive months starting with June. The credit or revised credit will be 
paid to the customers on a per line basis, based upon the number of lines 
they have in service the month in which the credit is paid. 
In the event that the Commission subsequently determines that 
adjdstments to the figures as filed by USWC are required, the credits 
following that determination will be adjusted so that the total credit 
amount shown on line g corrected is returned to the customers. 
The amount of the credit will be deducted from intrastate accumulated 
depreciation (Account 32.3 100). 

' "Working loops;' per FCC Rules Part 36.61 I(h). (The number of "working loops" IS reported in ARMIS 
reporrs, which are publicly availabte.) 

1 



Schedule WDA-4 
Page 2 of 2 

Notes: 

1. The filled out schedule is to be filed by May 1 of the immediately following year. 

2. If the actual retirements exceed expectations, that will be carried forward to the 
credit calculation in the following year. Specifically, if line e is over 1 OO%, enter 100% 
and carry the additional percent forward as an addition to line c in the following year's 
calculation. (For example, if line c was 15%, then 2% (15%-13%) would be carried 
fontxrd and added to the line c figure in the following year. 

3. All figures are for USWC Arizona regulated operations. 

4. One goal of this Modernization Incentive Credit is to stimulate actual physical 
modernization in Arizona, not to simply generate "book entry" retirements that do not 
reflect current physical retirements and modernization. The retirement amounts the 
Company provides on line b should be the booked retirement amounts associated with 
investments that have physically retired within the calendar year being addressed, or at 
the most, had physically retired in the year prior to that year (but were booked in the 
calendar year being addressed). 

5. Concurrent with filing the report, the Company will provide supporting 
workpapers, and will also make available to the Commission Staff the underlying 
records. The Company will procide Staff with access to knowledgeable personnel, and 
will respond to relevant Staff inquiries. 

- 



I '  . Schedule WDA-5 
Page 1 of 1 

Calculation of the 
Modernization Incentive Credit 

For Calendar Year XXXX 

S t q :  

1. 

2 .  

3. 

4. 

Calculate the percent of investment retired: 

a. Plant in Service at Start of Year $5.000.000.090 
b. Retirements in Year $ 500.000.009 

C. Percent Retired (Line b/Line a) 10.00% 

Compare to the annual retirement expectations in the ACC approved depreciation 
rates: 

d. Annual retirement expected in approved depreciation rates 13% 
e. Percent of expectation not met (1-(Line d i n e  d)) - 3 %  

Calculate the credit for the expectation not met: 

f. Intrastate depreciation expense accrued in year $600.000.000 

h. Monthly credit amount (Line g/12) $ 1.500.000 
1- Working loops in year' 2.500.00Q 
j. Monthly credit per line (Line h/Line i) $0.60 

g. Annual credit amount ((Line f x Line e) - 
Credit the bills if expectations not met 

a. Commencing with the June bills, the customers will receive a per line 
credit which is the amount shown on linej. This initial credit will be 
calculated using the figures as filed by USWC. 
The monthly per line credit will appear on customer bills for the twelve 
consecutive months starting with June. The credit or revised credit will be 
paid to the customers on a per line basis, based upon the number of lines 
they have in service the month in which the credit is paid. 
In the event that the Commission subsequently determines that 
adjustments to the figures as filed by USWC are required, the credits 
following that determination will be adjusted so that the total credit 
amount shown on line g corrected is returned to the customers. 
The amount of the credit will be deducted from intrastate accumulated 
depreciation (Account 32.3 100). 

b. 

c. 

d. 

' "Working 1oops"'per FCC Rules Part 36.61 l(h). (The number of "working loops" is reported in ARMIS 
repom, which are publicly available.) 
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SCHEDULE WDA-6 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



Schedule WDA-7 
Page 1 of 2 

The calculation of the 6.6 year remaining life using 1/1/97 investments used in the 
USWC calculation of the 5.8% Radio Systems depreciation rate. 



.. 

.f .. .. 

.. 
1. .* .. .. 
.* .. 
*. .. .. 
f. 

.f .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. 

COMPAhY 
STATE 
ACCOU;.C: 
C A T E W  
TABLE 

VINTAGE 

1 5 5  
I sc;r- 
1 S S  
' 5 5 2  
1 is2 
!cs- 
1-5 
1 S Z 3  
1 5-2 
:sa7 
15% 
1% 
1- 
1- 
19&2 
1-1 
I= 
1 9 3  
1973 
1977 
1975 
1975 
1974 
I973 
1972 
1977 
1970 
1- 
1- 
1S67 
1 s  
1955 
I S 6 4  
1353 
1562 
1 x 1  
lS63 
1953 
1Ed 
1437 
1956 
1955 
1954 
IS53 
195.2 
1951 
1950 

TOTAL 
NON-ELG 
ELG 

Schedule WDA-7 
Page 2 of 2 

U S WEST 
ARIZONA 
2231 
Radio Systems 
1-VG'ELG 

GENERATION ARRANGEMENT 
DEVELOPMENT OF AVERAGE REMAINING LIFE AND AVERAGE SERVICE LIFE 

RE MA IN IN G EXPERIENCE AS OF 1/1/1997 
AMOUNT PROP REAL 

A 

0.5 
1.5 
2.5 
3.5 
4 5  
5 5  
6.5 
7.5 
8.5 
9.5 
10.5 
11.5 
12.5 
13.5 
14.5 
15.5 
16.5 
17.5 
18.5 
19.5 
20.5 
21.5 
22.5 
23.5 
24.5 
25.5 
26.5 
27.5 
28.5 
29.5 
30.5 
31.5 
32.5 
33.5 
34.5 
35.5 
36.5 
37.5 
38.5 

9.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 

39.5 I 

AVG S E N I C E  LIFE 

.AVG R W I N I N G  LIFE 
TOT ETOT G 

TOT WTOT G 

SURVIVING .am! 
B C 

527188 1 
183990 0 96536015 

3093115 098131795 
1320328 094865869 
2199377 095905479 
953138 086483947 

2523789 082005472 
3929215 09174314 
5218816 076347528 
5146432 086651789 
1105211 082449726 
6247736 0 74764048 
951213 074990027 

1825149 0.74268878 
295670 0 54785815 
261512 0.35514227 
218900 0 22982345 
366013 0 18856386 
434649 0 21232552 
701103 031004747 
354927 0 18276883 
108255 0 05503655 
150991 0 10468624 
348912 0 14136796 
303394 0 20527675 
326874 014760742 
74225 0 16273347 
15868 0 0573231 1 
70498 0 10815829 
44480 0 06788322 
46195 0 20695498 
9742 0.021 12731 

31321 0 03718241 
6129 00154294 

15537 0 01541005 
15856 0.01325496 
3520 0 01241958 
2236 00643213 
2000 000455 
4362 0.0579 
2362 0.01583274 
3336 0.0412 

0 0 
0 0 
0 0 
0 0 

2365 090370164 

39.445.929 
4221,232 
35.224.697 

ALL VlNTS NELG VlNTS 
14 93809 15.0 1837 

ALL VlNTS NELG VlNTS r7 2.75265 
COMPUED GROSS ADDS-ALL 

SUM CF IWC\ 69.439.144 

m 
D 

0 5  
144804022 
2 47266801 
3 47736762 
4 41845149 
5 32192761 
6 18418471 
i 09604591 
6 83268469 
8.73551219 
9 85187203 
10 83539779 
10,30429468 
11.62447148 
11.27040305 
10.4586675 
1 1.984206 

12.1652861 1 
14 1925212 

14 19114488 
15 17414576 
1238107017 
13.64589448 
18.12259153 
17.10866425 
17 61372992 
18 73789539 
14 49509025 
19 31460583 
19 01954757 
19.9242001 9 
17,08773391 
17.51468185 
16.1416416 

16.98562563 
16.372951 16 
15.53386449 
16.83188195 

14.256725 
15.5979 

10 31426459 
14.5129 

0 
0 
0 
0 

10 16275575 

ELG VINTS 
14.92853 

ELG VlNTS 
7.09190 

LIFE 

E++ 

12.04 
11.15 
10.33 
9.57 
8.86 
8.21 
7.61 
7.05 
6.53 
6.05 
5.61 
5.19 
4.81 
4.45 
4.59 
4.19 
3.82 
3.48 
3.15 
2.84 
2.55 
2.28 
2.01 
1.76 
1.51 
1.26 
1.02 
0.79 
0.58 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 , 

0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 

AVG P R & o R & 4  SURVIVING. 
BISUM OF(WC) 0 56806 

NOTES 
REMAINPNG LIFE VALUES CALCULATED USING ELG TARGETtNG 
++ F R W  TABLE 2-VWELG. COL H FOR ELG. COL I FOR VG 
+++ FRCM TABLE Z-VOELG FOR ELG VINTAGES. COMPUTED AS D+(C'E) FOR VG VINTAGES 

AVGLIFE. 15.1 

IOWACLIRM. S1.5 

P \OPRODATA\Anrcra99\DepA.SbdyU231 wb3 

VINTAGE 
AVERAGE 

LIFE YEARS 
F+++ 

12.54 
12.65 
12.83 
13.07 
13.36 
13.71 
14 11 
14.55 
15.03 
15.55 
16.11 
16.69 
17.31 
17.95 
13.79 
11.95 
12.86 
12.82 
14.86 
15.07 
15.64 
12.49 
13.86 
18.37 
17.42 
17.80 
18.90 
14.54 
19.38 
19.05 
20.03 
17.10 
17.53 
16.15 
16.99 
16.38 
15.54 
16.86 
14.26 
15.63 
10.32 
14.53 
0.00 
0.00 
0.00 
0.00 
10.61 

AVERAGE REMAINING 
LIFE LIFE 

WEIGHTS WEIGHTS 
G=B/F H=E'G 

42.045 506.166 
14.543 162,175 

241.066 2.490.449 
101.023 966.748 
164.582 1.458.756 
69.524 570.755 
178.928 1.560.759 
270.124 1.903.287 
347.244 2267.244 
330.938 2.002.520 
68.614 3LM.761 
374.264 1.943.703 
54.963 264.181 
101.698 452.229 
21.447 98,476 
21.888 91.778 
17.018 65.046 
28.549 99.222 
29.247 92.133 
46,514 132277 
22.692 57.942 
8.670 19.739 
10.897 21.924 
18,993 33.344 
17.418 + 26.244 
18.364 
3.926 
1.091 
3,638 
2.334 
2.307 
570 

1.786 
380 
914 
968 
227 
133 
140 
279 
229 
230 
0 
0 
0 
0 

223 

2.640.627 
281.071 

2359.556 

23.198 
4.019 
865 

2.125 
1.167 
1.153 
285 
893 
190 
457 
484 
113 
66 
70 
140 
114 
115 
0 
0 
0 
0 

111 

17.507.423 
773.691 

16.733.732 
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07/06/00 
02:55 PM 
XREF: 07 
PRES: 1991,5?,02 
PROP: 2000, EA, 02 

COMPANY: U S WEST 
STATE : ARIZONA 
ACCOUNT: 2231 RADIO SYSTEMS 
CATEGORY: 2231 RADIO SYSTEMS 
TABLE 1-VG/ELG 

GENERATION ARRANGEMENT 
DE;’ZLOPMENT OF AVERAGE REMAINING LIFE AND AVERAGE SERVICE LIFE 

ZX2SRIESCE AS OF 1-1-2000% REMAIN VINT 
I NG AVG AVERAGE REMAINING _ _ - - - - - - - - - - - - - - _ _ _ _ _ _ _ _ _ _ _ _ _ _  

VINT AMOUNT PROP REAL LIFE LIFE LIFE LIFE 
AGE AGE SERVIVING SURV LIFE YEARS YEARS WEIGHTS WEIGHTS 
- - - - - - - 
N A 

*1999 0 . 5  
‘1998 1.5 
*1997 2.5 
*1996 3.5 
*1995 4.5 
*1994 5.5 
*1993 6.5 
*1992 7.5 
*1991 8.5 
*1990 9.5 
+1989 10.5 
*1988 11.5 
*1987 12.5 
*1986 13.5 
*1985 14.5 
*1984 15.5 
*1983 16.5 
1982 i7.5 
1981 18.5 
1980 19.5 
1979 20.5 
1978 21.5 
1977 22.5 
i976 23.5 
1975 24.5 
1974 25.5 
1973 26.5 
1972 27.5 
1971 28.5 
1970 29.5 
1969 30.5 
1968 31.5 
1967 32.5 
1966 33.5 
1965 34.5 
1964 35.5 
1963 36.5 
1962 37.5 
1961 38.5 
1960 39.5 

TOTAL 

_ - - - - _ _ - -  - - - - - -  - - - -  
B C D 

1,082,552 1.0000 0.50 
727,226 0.9561 1.45 
297,847 0.9095 2.44 
729,679 0.9240 3.41 
142,245 0.7318 4.08 

1,310,723 0.9735 6.43 
1,714,157 0.8007 7.04 
857,900 0.8229 7.95 

2,421,797 0.8014 8.64 
3,358,029 0.7993 9.74 
4,623,326 0.6924 9.07 
4,401,567 0.7427 11.1; 
762,163 0.6200 12.20 

5,371,671 0.7799 13.45 
€59,442 0.5323 12.40 

1,359,496 0.5580 13.59 
163,485 0.3098 12.71 
178,361 0.2429 11.40 
182,674 0.1844 12.54 
227,207 0.1485 12.91 
-704,728 0.1489 14.75 
295,324 0.1327 14.76 
232,464 0.1222 15.61 
91,617 0.0466 12.51 
77,131 0.0545 13.87 
330,274 0.1362 18.53 
247,659 0.1804 17.80 
169,794 0.0813 17.92 
50,837 0.1114 19.16 
7,337 0.0293 14.60 
45,268 0.0715 19.61 
7,289 0.0114 18.68 
6,235 0.0306 20.27 
1,818 0.0066 17.14 
16,819 0.0200 17.61 
2,877 0.0072 16.17 
4,353 0.0044 17.00 
6,716 0.0070 16.38 
6,677 0.0070 15.57 

2,a46,386 0.9109 5.34 

- - - - - _ _ _ _ _ _  
35,323,148 

- - - - -  
E+ + 
12.04 
11.15 
10.33 
9.57 
8.86 
8.21 
7 .60  
7.04 
6.53 
6.05 
5.60 
5.19 
4.80 
4.44 
4.10 
3.78 
3.48 
3.48 
3.15 
2.84 
2.55 
2.28 
2.01 
1.76 
1.51 
1.26 
1.02 
0.79 
0.59 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 

- - - - -  - - - - - - - 
F+++ G=B/F 
12.54 86,338 
12.65 57,486 
12.83 23,215 
13.07 55,837 
13.36 10,645 
13.71 207,638 
14.10 92,938 
14.54 117,861 
15-03 57,093 
15.55 155,778 
16.10 208,553 
16.69 277,053 
17.30 254,406 
17.94 42,484 
18.60 288,788 
19.28 34,201 
19.98 68,046 
13.78 11,860 
12.17 14,656 
13.07 13,980 
13.29 17,101 
15.09 20,195 
15.03 19,651 
15.82 14,691 
12.58 7,283 
13.94 5,534 
18.67 17,692 
17.95 13,800 
17.97 9,450 
19.22 2,646 
14.61 502 
19.65 2,304 
18.68 3 90 
20.29 307 
17.14 106 
17.62 955 
16.18 178 
17.00 256 
16.39 4 10 
15.57 429 

2,212,736 
- - - - - - - - - - -  

- - - - - - - 
H = E * G  

1,039,383 
640,998 
239,808 
534,249 
94,340 

1,704,380 
706,626 
830,201 
372,607 
941,908 

1,168,218 
1,437,212 
1,221,486 
188,629. 

1,184,251 
129,323 
236,737 
41,221 
-16,171 
39,756 
43,664 
45,978 
39,539 
25,792 
10,972 
6,992 
18,120 
10,942 
5,533 
1,323 
251 

1,152 
195 
154 
53 
477 
89 
128 
205 
214 

13,009,278 
- - - - - - - - - -  
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07/06/00 
02:55 PM 
XREF: 07 
PRES: 199L,SF,02 
PROP: 2005,SA,02 

COMPANY: U S WEST 
ARIZONA STATE : 

ACCOUNT: 2231 RADIO SYSTEMS 
CATEGORY: 2231 RADIO SYSTEMS 
TABLE l-VG/ELG 

GENERATION ARRANGEMENT 
ZEVELOPMENT OF AVERAGE REMAINING LIFE AND AVERAGE SERVICE LIFE 

ZXPERIENCE AS OF 1-1-2000% REMAIN VINT 
I NG AVG AVERAGE REMAINING _ _ _ _ - - - - - - - - - _ _ - - - - - - - - - - - - - - -  

VINT AMOUNT PROP REAL LIFE LIFE LIFE LIFE 
AGE AC-Z SURVIVING SURV LIFE YEARS YEARS WEIGHTS WEIGHTS 

- _ _ _ _ _ _  - - - - - - - - - - _ -  - - - - -  - - _ _ - - - - -  - - - - - -  - - - -  - - - - - - - 
N &. B C D E++ F+++ G=B/F H=E*G 

2,656,944 174,375 338,921 
ELG V 22,666,204 2,038,361 12,670,357 

AVG SERVICE LIFE: ALL VINTS NELG VINTS ELG VINTS 
TOT B/TOT G 1s.  96356 15.23695 16.02572 

NON-ELG V 

AVG REMAINING LIFE: ALL VINTS NELG VINTS ELG VINTS 
6.21595 

' 

A ~ G 9 ~ ~ ~ ~ O R T I O N  SURVIVING : COMPUTED GROSS ADDS- LL VI S 
TOT H/TOT G 

SUM OF (B/C) 68,256,071 B/ SUM OF ( B / C )  0.51751 

USING IOWA CURVE: S1.5 
ZLG VINTAGES, PROJECTION LIFE 15.1 

++ FROM TABLE 2-VG/ELG; COL H FOR ELG, COL I FOR VG 
+++ FROM TABLE 2-VG/ELG FOR ELG VINTAGES, COMPUTED AS D+(C*S:) FOR VG VINTAGES 

% ACTUAL 

. .  



SCHEDULE WDA-9 CONTAINS INFORMATIO 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



COMPANY: U S W-ST 

ACCOUNT: 2124 
CATEGORY: Genl Pup Computers 

' STATE: ARIZONA 

' TABLE: 2-VGiELG 

PROJECTED LIFE TABLE 
AVERAGE SERVICE LIFE AND REMAINING LIFE BY AGE 

PROJECTION LIFE TABLE PARAMETERS 

AVG LIFE: 5 

IOWA CURVE: 01 

ANNUAL ACCRUALS 
BEGINNING OF K3.R AMOUNT RETIRED AGE OF FOR BOY AGE A 

AMCUNT DURING YEAR AMOUNT EACH LIFE ALL REMAINING 
AGE IN SEXVICE (LIFE GROUP) RETIRED GROUP LIFE GROUPS 

A a C=B-next B D E=C/D F 

0.0 
0.5 
1.5 
2.5 
3.5 
4.5 
5.5 
6.5 
7.5 
8.5 
9.5 
0.0 

100.000 
95.000 

75.000 
65.000 
55.000 
45,000 
35,000 
25.000 
15.000 
5.000 
0 

e5.000 

5,000 
10,000 
10,000 
10.000 
10,000 
10,000 
10,000 
10,000 
10.000 
10.000 
5,000 

0 

0.5 10,000 
1 .o ie.ooo 
2.0 5,000 
3.0 3,333 
4.0 2,500 
5.0 2.000 
6.0 1,667 
7.0 1,429 
8.0 1,250 
9.0 1.111 
10.0 500 
11.0 0 

38,790 
28,790 
18,790 
13,790 
10,457 
7,957 
5.957 
4,290 
2,861 
1,611 
500 
0 
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ELG AVG 
SERVICE 

LIFE 
G=B/F 

2.58 
3.30 
4.52 
5.44 
6.22 
6.91 
7.55 
8.16 

9.31 
10.00 
11.00 

- 

8.74 

ELG AVG VG VlNT 
REMAINING REMAINING 

LIFE LIFE - - 
H=G-A 1 

2.58 5.00 
2.80 4.76 
3.02 4.26 
2.94 3.77 
2.72 3.27 
2.41 2.77 
2.05 2.28 
1.66 1.79 
1.24 1.30 
0.81 0.83 
0.50 0.50 
0.50 0.50 
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i. ... 

Arizona 
Docket No. ~ - 1 0 5 1 ~ - 9 9 - 1 0 5  
WDA 21-001S1 

INTERVZNOR: Arizona Corporation Commission Staff (Dunkel) 

REQUEST NO: OOlSl 

Please provide each of the following on an intrastate basis (not FCC) for 
each cepreciable account: 

A. Separately for December 31, 1998 and December 3 1 ,  1999,  for each 
depreciable account please provide the complete generations arrangements on 
an intrastate basis not FCC basis. 
also provide this requested information in electronic format on an IBM 
compatible 3 . 5 "  disk or an Iomega 100 MB 'zip Disk. 

In addition to the paper copy, please 

B. For each depreciable account please provide the depreciation reserve 
balance as of December 31, 1998 and separately December 31, 1999. 

C. For each depreciable account please provide the total retirements, 
separately for 1998 and 1999. 
Please provide each of the following on an intrastate basis (not FCC) for 
each depreciable account: 

D. 
separately for 1998 and 1999. 
provide this requested information in electronic format on an IBM compatible 
3 .5It d i s k  or an Iomega 100 ME Zip Disk. 

E. For each depreciable account please provide the total additions 
separately for 1998 and 1999. 

For each depreciable account please provide the retirements by vintage 
In addition to the paper copy, please also 

F. 
December 31, 1998 and separately December 31, 1999. 

For each depreciable account please provide the plant in service as of 

RESPONSE : 

A. On January 6, 2000 and April 2 5 ,  2000, the Commission decided upon 
depreciation parameters and lives to be used in Docket N o .  T-1051B-99-105. 
WDA 2 1 - 1 ,  Part A requests generation arrangements which require completely 
new depreciation studies and are no longer relevant for this rate case. 
Therefore, generation arrangements have not been provided. 

B. Please see Attachment D. 

C. Please see Attachments A and B for the December 1998 and i 9 9 9  versions, 
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respectively, of the JR 2A report. The "Plant Retired" column displays the 
requested information. Totals only are reported, this information is not 
available on an intrastate basis. 

D. Ilease see Confidential Attachment C f o r  the 1998 and 1999 retirements 
by vintage. 

E. ?lease see Attachments A and B for the December 1998 and 1999 versions, 
respectively, of the JR 2A report. The "Plant Added" colum displays the 
requested information. 

F. ?lease see Attachments A and B for the December 1998 and 1999 versions, 
respeczively, of the JR 2A report. The "Total at End of Period" column 
displays the requested information. 

Confidential Attachment C is being provided pursuant to the terms of the 
Proctective Agreement. 

Bill Muir 
Technical Account ant 
1600 17th Street, Rm. 3008 
Seattle WA 

Kathleen Tuttle 
Manager - Capital Recovery 
1314 EOTM 
Omaha, NE 

1 

Supplemental Response 07/10/00 
Attachments A-1 and A-2 contain the requested generation arrangement data for 
1998 and 1999, respectively. Attachment B contains the generation 
arrangement data for both years in FCC electronic format. 

Jim Jones 
Manager - Capital Recovery 
1801 California Street 
Denver, CO 80202 
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07/06/00 
1 02:55 PM 

XREF: 07 
PRES: 1991,SF,02 
PROP: 20GS,SA,02 

COMPANY: U S WEST 
STATE : ARIZONA 
ACCOUNT: 2232 CIRCUIT 3IGITAL 
CATEGORY: 2232 CIRCUIT DIGITAL 
TABLE 1-VG/ELG 

GENERATION ARRANGEMENT 
ZZVELOPMENT OF AVERAGE REMAINING LIFE AND AVERAGE SERVICE LIFE 

VINT 
AGE A G  
_ - - -  - - -  
N A 

*1999 0 . 5  
*1998 1.5 
*1997 2.5 
*1996 3.5 
*1995 4.5 
*1994 5.5 
*1993 6.5 
*1992 7.5 
*1991 8.5 
*1990 9.5 
*1989 10.5 
*1988 11.5 
*1987 12.5 
*1986 13.5 
*1985 14.5 
*1984 15.5 
*1983 16.5 
1982 17.5 
1981 18.5 
1980 19.5 
1979 20.5 
1978 21.5 
197'7 22.5 
1976 23.5 
1975 24.5 
1974 25.5 
1973 26.5 
1972 27.5 
1971 28.5 
1970 29.5 
1969 30-5 
1968 31.5 
1967 32.5 
1966 33.5 
1965 '34.5 
1964 35.5 
1963 36.5 
1962 37.5 
1961 38.5 
1960 39.5 
1959 40.5 
1958 41.5 

AMOUNT PROP REAL 
SURVIVING SURV LIFE 
_ _ _ _ _ _ _ _ _  - - - - - -  - - - -  

B C D 
140,227,026 1.0000 0.50 
123,445,446 0.9999 1.50 
81,098,786 0.9406 2.46 

121,882,842 0.9578 3.47 
80,249,683 0.9340 4.41 
62,727,461 0.9298 5.39 
44,952,094 0.9179 6.28 
51,192,730 0.9303 7.23 
54,557,795 0.8801 8.14 
53,834,118 0.8480 8.94 
41,665,493 0.7668 9.57 
46,458,503 0.7368 9.85 
41,471,890 0.6837 10.22 
51,645,717 0.6930 11.25 
49,313,875 0.6753 11.95 
29,096,112 0.6637 12.76 
21,143,649 0.5436 12.62 

6,515,999 0.4660 12.67 
3,727,123 0.3381 12.60 
2,002,245 0.2582 12.10 
1,038,904 0.2023 11.64 

712,952 0.1382 11.33 
1,085,942 0.0671 11.82 

834,144 0.1267 12.67 
1,196,551 0.2597 15.22 

Y51,699 0.2252 15.66 
495,276 0.2715 16.75 
466,490 0.1594 16.34 
208,647 0.2456 16.50 
327,820 0.3082 19.54 

9,779 0.3381 20.61 
77,917 0.1092 17.74 
59,510 0.1088 17.71 
20,933 0.0463 17.83 
43,099 0.1025 18.61 
6,884 0.0088 16.92 
1,336 0.0180 17.21 

22,563 0.0513 17.84 
1,262 0.0025 16.91 

666 0.0267 18:24 
544 0.0010 17.52 

12,338,237 0.4760 12.94 

REMAIN 
I NG 

LIFE 
YEARS 

E++ 
4.59 
5.30 
5.56 
5.63 
5.60 
5.51 
5.38 
5.24 
5.10 
4.98 
4.89 
4.84 
4.84 
4.86 
4.90 
4.92 
4.90 
5.46 
5.23 
4.96 
4.65 
4.31 
3.93 
3.53 
3.10 
2.66 
2.21 
1.75 
1.28 
0.83 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 

- - - - -  

VINT 
AVG AVERAGE 
LIFE LIFE 
YEARS WE I GHTS 

F+++ G=B/ F 
5.09 27,523,079 

- _ _ - -  - - - - - - - 

6.80 
8.06 
9.13 

10.10 
11.01 
11.88 
12.74 
13.60 
14.48 
15.39 
16.34 
17.34 
18.36 
19.40 
20.42 
21.40 
15.54 
15.11 
14.28 
13.30 
12.51 
11.87 
12.06 
13.06 
15.91 
16.16 
17.22 
16.55 
16.70 
19.70 
20.78 
17.79 
17.76 
17.86 
18.66 
16.92 
17.22 
17.87 
16.91 
18.26 
17.52 

18,161,555 
10,066,887 
13,352,068 
7,946,836 
5,698,648 
3,783,465 
4,018,489 
4,011,893 
3,718,708 
2,707,903 
2,843,286 
2,392,200 
2,812,336 
2,541,925 
1,424,987 

988,107 
797,229 
431,203 
260,973 
150,512 
83,026 
60,043 
90,050 
63,853 
75,199 
58,903 
28,760 
28,191 
12,494 
16,641 

471 
4,379 
3,351 
1,172 
2,310 

407 
78 

1,263 
75 
36 
31 

REMAIN1 NG 
LIFE 
WE1 GHTS 
- - - - - - - 
H=E*G 

126,465,486 
96,203,114 
55,931,567 
75,150,604 
44,488,920 
31,384,897 
20,359,571 
21,054,063 
20,456,708 
18,506,389 
13,232,515 
13,760,715 
11,569,390 
13,679,182 
12,455,969 
7,008,810 
4,839,877 
4,349,716 
2,256,376 
1,295,265 
700,216 
357,467 
235,880 
317,526 
198,121 
200,227 
130,151 
50,237 
36,121 
10,322 
8,321 

235 
2,189 
1,675 

586 
1,155 

203 
39 

63 1 
37 
18 
16 
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COMPANY: U S WEST 
STATE : ARIZONA 
ACCOUNT: 2232 CIRCUIT DIGITAL 
CATEGORY: 2232 CIRCUIT DIGITAL 
TABLE 1-VG/ELG 

GENERATION ARRANGEMENT 
AVERAGE REMAINING LIFE AND AVERAGE SERVICE LZFE 

EXsERIENCE AS OF 1-1-2000% 
_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ - - - - - - - - - - - - -  

VINT AMOUNT PROP REAL 
AGE AGE SURVIVING SURV LIFE 

N A  9 C D 
1957 42.5 1,641 0.0025 17.09 
1956 43.5 394 0.0032 19.69 
1955 44.5 737,034 0.1710 14.82 
1954 45.5 749 0.0749 19.50 
1953 46.5 0 0.0000 0.00 
1952 47.5 3,609 0.0259 13.71 
1951 48.5 0 0.0000 0.00 
1950 49.5 151', 692 0.1596 20.25 

_ _ _ -  - - -  - _ - _ _ _ - _ _  - - - - - _  - - - -  

- - - _ - - - - _ _ _  
TOTAL 1,128,054,860 
NON-ELG V 33,091,641 
ELG V L ,  094,963,219 

REMAIN 
I NG 

LIFE 
YEARS 

E+ + 
0.50 
0.50 
0.50 
0.50 

0.50 

0.50 

_ _ - - -  

VINT 
AVG 
LIFE 
YEARS 

F + + +  
17.09 
19.69 
14.90 
19.54 

_ _ - - -  

AVERAGE 
LIFE 
WEIGHTS 
- - - _ - - - 
G=B/F 

96 
20 

49,460 
38 

13.73 263 

20.33 7,460 

116,220,359 
2,227,986 

113,992,373 

- - - - - - _ _ - - -  

AVG SERVICE LIFE: ALL VINTS NELG VINTS ELG VINTS 
TCT B/TOT G 9.70617 14.85271 9.60558 

AVG REMAINING LIFE: ALL VINTS NELG VINTS ELG VINTS 
TOT H/TGT G 5.13446 4.56978 5.14550 

SUM OF (B/C) 1,386,424,807 B/ SUM OF (B/C) 0.81364 
1 COMPUTED GRCSS ADDS-ALL VIN'TS : AVG PROPORTION SUR'JIVING: 

REMAINING 
LIFE 
WEIGHTS 
_ _ _ _ - - - 
H=E*G 

48 
10 

24,730 
19 

131 

3,730 

596,729,176 
10,181,400 

586,547,777 

_ _ _ _ _ _ _ _ _ _  

L'SING IOlv'A CXTXVE: 02.0 
* ELG VINTAGES, PROJECTION LIFE 10.0 

++ FROM TABLE 2-VG/ELG; COL H FOR ELG, COL I FOR VG 
+++ FROM TABLE 2-VG/ELG FOR ELG VINTAGES, COMPUTED AS D+(C*E) FOR VG VINTAGES 

% ACTUAL 
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I, 1 
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I -  
, , O . J  ~ 

I? 

II ? . a,. 
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0 II . _c 
s.n 

I il;iirc 3.4. Tl ir  .irc.I iriidr:r Ilic survivor ciirvc. 

Tlic icriiis cx/icctartcy niid rrvcrqc rctrrcmrirrg l i jc  arc boil1 collllilorrly 
tisccl io dcscribc [tic E(rcnmining lifc ai bcgirltlirlg or sgc intcrv;lI i). I'hc 
k r i l l  ;ivcragc remaining l i k ,  wliicll is oricrl slror~c~iccl io rcrrrairrirrg Iqc, is 
iiiorc dcscriptivc and will bc used i n  tliis ICXI. *IIIC tcrril probabit* ii/c is usctl 
lo dcscribc ilic total lifc cxpcctnacy o f  llic propcriy surviviag ai nrly ngc ailtl 
is c t l~~nl  to tlic ~ C I I I ~ I ~ I I ~ I ~ ~  life pltn tlic currcrli sgc. 'Ihc rcn ia i~~i l~g  lifc and 
probablc lilc of 111c cxamplc propcriy arc S ~ I O W I I  b c i o ~ .  

Arc;i rrntlcr 
Curvc, Iliglii licmining I'robnblc 

Agc "h Surviviiil: of Aec, - Ycm I,ifc, Years l,ifc, Years 
0.0 100% 

I .s 40% 
2.5 1 O"l0 5 
3.5 0% 0 

I . I 5  1.35 I35 

0 . 5  XO% 30 1.125 I A25 
30 0.75 2.2s  

3 .00  0.50 
. . .  . . .  



Schedule WDA- 13 
Page 1 of 2 

U S West Communications - Arizona 
Reproduction Cost New Less Depreciation 

Telephone Plant in Service as of December 31, 1999 

Plant Account: 
Plant Sub-Acaunt: 
Index Number: 
Field Code: 
Survivor Curve: 
Average Service Life: 

Originai 
Year of Cast as of 

Circuit Digital 
Circuit Digital 
2232 
CRD 
02 
10 

Life 
Expectancy Reproduction 

Telephone Telephone Age (Average Probable Cost New 
Plant Plant Reproduction as of Remaining Life) Service Condition Less 

Placing ;2/31/99 Index Translator Cost New 12/31/99 12/31/99 Life Percent Depreciation 
0 C D E=B'D J=E'I F G H=i+G I=(H-F)/H A 

1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 

I 

I 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 

151.692 
0 

3.609 
0 

749 
737,034 

394 
1.641 

544 
666 

1,262 
22,563 
1,336 
6,884 
43.099 
20,933 
59.510 
77.917 
9.779 

327.820 
208.647 
466.490 
495,276 
951.699 

1,196,551 
834,144 

1,085.942 
712.952 

1,038,904 
2.002.245 
3.727.1 23 
6.51 5,999 
12,388.237 
21,143,649 
29.096.1 12 
49.31 3.875 
51,645.717 
41,471,890 
46,458,503 
41,665,493 
53,834,118 
54557.795 
51.192.730 
44,952.094 

Revised Arizona RCLD 2000, CRD 

44.6 
46.3 
42.4 
38.9 
39.3 
39.2 
39.8 
41.4 
42.3 
41.5 
40.6 
40.4 
39.6 
39.8 
39.8 
38.7 
38.3 
39.0 
40.4 
41.5 
42.6 
44.4 
45.6 
47.7 
53.0 
57.5 
59.8 
61.1 
61.3 
62.8 
64.2 
69.9 
75.4 
83.4 
87.6 
97.0 
101.8 
100.2 
100.0 
99.1 
98.2 
99.6 
94.7 
91.2 

1.982 
1 .go9 
2.085 
2.272 
2.249 
2.255 
2.221 
2.135 
2.090 
2.130 
2.177 
2.188 
2.232 
2.221 
2.221 
2.284 
2.308 
2.267 
2.188 
2.130 
2.075 
1.991 
1.939 
1.853 
1.668 
1.537 
1.478 
1.447 
1.442 
1.408 
1.377 
1.265 
1.172 
1.060 
1.009 
0.91 1 
0.868 
0.882 
0.884 
0.892 
0.900 
0.888 
0.933 
0.969 

300.663 
0 

7.524 
0 

1,685 
1,662.087 

875 
3,504 
1.137 
1.419 
2,748 
49.371 
2.982 
15,290 
95.727 
47,816 
137,355 
176.612 
21,398 
698,296 
432.967 
928,777 
960,140 

1.763.736 
1,995,757 
1,282.406 
1,605,306 
1,031,505 
1,498,191 
2,818,447 
5.132.051 
8.240.548 
14,524,140 
22.41 1,254 
29,361,830 
44.941.717 
44,847.558 
36,587,975 
41,069,317 
37,163,358 
48,460,089 
48,439,803 
47,779,075 
43,571,075 

49.50 
48.50 
47.50 
46.50 
45.50 
44.50 
43.50 
42.50 
41 50 
40.50 
39.50 
38.50 
37.50 
36.50 
35.50 
34.50 
33.50 
32.50 
31.50 
30.50 
29.50 
28.50 
27.50 
26.50 
25.50 
24.50 
23.50 
22.50 
21.50 
20.50 
19.50 
18.50 
17.50 
16.50 
15.50 
14.50 
13.50 
12.50 
11.50 
10.50 
9.50 
8.50 
7.50 
6.50 

0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.23 
0.66 
1.12 
1.65 
2.10 
2.97 
3.35 
3.70 
4.02 
4.29 
4.52 
4.70 
4.83 
4.90 
4.92 
4.90 
4.86 
4.84 
4.84 
4.89 
4.98 
5.10 
5.24 
5.38 

49.50 
48.50 
47.50 
46.50 
45.50 
44.50 
43.50 
42.50 
41.50 
40.50 
39.50 
38.50 
37.50 
36.50 
35.50 
34.50 
33.50 
32.50 
31.50 
30.50 
29.73 
29.16 
28.62 
28.15 
27.60 
27.47 
26.85 
26.20 
25.52 
24.79 
24.02 
23.20 
22.33 
21.40 
20.42 
19.40 
18.36 
17.34 
16.34 
15.39 
14.48 
13.60 
12.74 
11.88 

0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.77% 
2.26% 
3.91% 
5.86% 
7.61% 
10.81% 
12.48% 
14.12% 
15.75% 
17.31% 
18.82% 
20.26% 
21.63% 
22.90% 
24.09% 
25.26% 
26.47% 
27.91% 
29.62% 
31.77% 
34.39% 
37.50% 
41.13% 
45.29% 

0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

3,334 
20,990 
37,541 
103,355 
151,877 
138,628 
200,342 
145,649 
235.965 
487,873 
965.852 

1.669.535 
3.141.571 
5,132,177 
7,073.265 
11.352.278 
1 1,871,149 
10,21?.704 
12,164,732 
11,806,799 
16.665.425 
18.164.%Z6 
19,651,533 
19,733.340 

Page 1 
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U S West Communications - Arizona 
Reproduction Cost New Less Depreciation 

Telephone Plant in Service as of December 31, 1999 

Plant Account: Circuit Digital 
Plant Sub-Account: Circuit Digital 
Index Number. 2232 
Field Code: CRD 
Survivor Curve: 02 
Average Service Life: 10 

Life 
Expectancy Reproduction 

Onginal Telephone Telephone Age (Average Probable Cost New 
Year of Cost as of Plant Plant Reprodudon as of Remaining Life) Service Condition Less 
Placing 12/31/99 Index Translator Cost New 12/31/99 12/31/99 Life Percent Depreciation 

A B C D E=B'D F G H=F+G I=(H-F)/H J=E'I 
1994 62,727,461 88.8 0.996 62,446,508 5.50 5.51 11.01 50.05% 31,254,477 
1995 80,249,683 86.2 1.026 82,322.587 4.50 5.60 10.10 55.45% 45,647,875 
1996 121,882.842 86.9 1.017 123,986,689 3.50 5.63 9.13 61.66% 76,450.192 
1997 81,098.786 84.5 1.046 84,841,807 2.50 5.56 8.06 68.98% 58523.878 
1998 123.445.446 88.1 1.003 123,865,805 1.50 5.30 6.80 77.94% 96.541.008 
1999 f40.227.026 88.4 1.000 140,227.026 0.50 

1,128.054.861 0.982 1,107,763,931 
4.59 5.09 90.18% 126,456.732 

52.90% 586,004.003 

Notes: 
Columns 8. C. D. and E are from USWC's filing, these columns have not been certified by William Dunkel. 

Revised Arizona RCLD 2000. CRD Page 2 
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TABLE 2 FROM USWC EXHIBIT NHH-I, SUPPLEMENTAL TESTIMONY OF 
NANCY HELLER-HUGHES, WITH PERCENT CONDITION CORRECTED 

US WEST COMMUNICATIONS, INC. 

REPRODUCTION COST NEW LESS DEPRECIATION 
VINTAGE PLANT 

As of December 31,1999 

Original Telcphonc Reproduction 
Cost Plant Reproduction Condition Cost New Less 

Account Description 12/31/99 Translator Cost New Percent Depreciation 
/7 A 

21 12 
21 14 
21 15 
21 I6 
2121 
2122 
2123 
2124 
221 1 
2212 
2220 
223 1 
2232 
2362 
241 1 
242 I 
2422 
2423 
2424 
2426 
243 I 
2441 

Notes: 

Motor Vehicles 
Special Purpose Vehicles 
Garage Work Equip 
Other Work Equip 
Buildings 
Furniture 
Company Comm Equip 
Gen Purpose Computer 
Analog SW Equip 
Digital SW Equip 
operator Systems 
Radio Systems 
Circuit Equip 
Other Term Equip 
Pole Lines 
Aerial Cable 
Underground Cable 
Buried Cable 
Sub Cable 
Intra Bldg Cablc 
Aerial Wire 
Conduit Systems 

Total Vintage Plant 

567,008,71 6 
25,794 

1,356,323 
22.4 I6,4 1 I 

162,763,559 
1,703,6 16 
6,944,455 

I 12,O 16,697 
138,599,056 
8 19,225,29 I 

7,080.06 1 
35,323,150 

1,l 85,447,OI 7 
48,461,067 
46,6 16,809 

170,704,495 
435,295,207 

1,273,669,392 
2,572 

4 1,603,544 
8,798,956 

305,067,487 

$4,890,129,675 

B 

1.079 
1.219 
I .239 
1.168 
2.059 
1.122 
0.957 
0.469 
I .206 
0.987 
1.021 
1.016 
0.993 
1.061 
4.34 I 
I .723 
1.218 
1.352 
1.256 
1.825 
1.346 
2.216 

L 

$72,326,9 13 
3 1.447 

1,680.68 1 
26,177,888 

335,131,472 
1,9 10,709 
6,646,073 

52,564,359 
167,207,907 
808,935,65 I 

7,228,640 
35,89 1,456 

I ,  I77,608,648 
5 I ,4 12,073 

202,360,27 I 
294,160,265 
530,303,739 

1,722,089,520 
3,23 2 

75,9 14,620 
1 1,843,64 I 

676,048,139 

$6,257,477,34 1 

D E 

Columns A, B. and C are from USWC's filing, these columns have not been certified by William Dunkel. 
Th&e are fiom Exhibit NHH-I, Supplemental Exhibit of Nancy Heller-Hughes, page 8. 

38.2% $27,623,678 
28.2% 8,863 
53.3% 895,506 
45.0% I 1,773.969 
5 1.8% 173,760,G I2 
57.1% 1 ,090J7 I 
29.2% 1,940,726 
45.2% 23,76 7,3 8 8 
19.9% * 33,276,899 
53.2% 430,156,707 
46.9% 3,387,638 
34.3% 12,297,503 
51.1% 60 1,620,960 
56.2% 28,899, I78 
41.8% 84,506,657 
23.5% 69,085,320 
25.4% 134,877,93 1 
33.3% 572,694,705 
0.0% 0 

23.7% 17,970,027 
40.0% 4,732,Ol 1 
46.5% 314.1 18,808 

S2,548,485,45 7 

vised Arizona Analysis 2000, table2 
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1 

2 

3 Q. PLEASE ST-qTE YOUR NAME AND YOUR BUSINESS ADDRESS. 

4 A. My name is William Dunkel. My business address is 8625 Farmington Cemetery Road. Pleasant 

5 Plains, Illinois 62677. 

6 

7 Q. WHAT IS E-OUR PRESENT OCCUPATION? 

8 A. I am a consultant providing services in telephone rate proceedings. I am the principal of 

I. STATEMENT 01 QUALIFICATIONS AND INTRODUCTION 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 

William Dunkel and Associates, which was established in 1980. Since that time, I have regularly 

provided consulting services in telephone regulatory proceedings throughout the country. I have 

participated in over 130 state regulatory telephone proceedings before over one-half of the state 

commission in the United States, as shown on Appendix A attached hereto. I have participated 

in telephone regulatory proceedings for over 20 years. 

I currently provide, or in the past have provided, services in telecommunications proceedings to 

the following clients: 

The Public Utility Commission or the Staffs in the States of: 

Arkansas 
Arizona 
Delaware 
Georgia 
Guam 
Illinois 
Maryland 
Mississippi 

Missouri 
New Mexico 
U.S. Virgin Islands 
Utah 
Virginia 
Washington 
Kansas 

The Office of the Public Advocate, or its equivalent, in the Statesof: 

1 
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3 
4 
5 
6 
7 
8 
9 

10 
1 1  
12 
13 
14 
15 
16 

3 - 
Colorado 
District of Columbia 
Georgia 
Hawaii 
Illinois 
Indiana 
Iowa 
Maine 
Florida 

Missouri 
New Jersey 
New Mexico 
Ohio 
Oklahoma 
P ems y lv ani a 
Utah 
Washington 

The Department of Administration in the States of: 

Illinois 
Minnesota 

South Dakota 
Wisconsin 

17 Q. ON WHOSE BEHALF ARE YOU TESTIFYING? 

18 A. I am testif_ving on behalf of the Staff of the Arizona Corporation Commission (ACC). 

19 

20 Q. HAVE YOU PREVIOUSLY PARTICIPATED IN ANY PROCEEDINGS IX ARIZONA? 

2 1 A. 

23 

Yes. I have participated in three previous matters in Arizona. I recently filed Rebuttal testimony 

in Docket No. T-01051B-97-0689 on behalf of the ACC Staff regarding depreciation. In 

23 

24 

25 

addition. I conducted a Cost of Service Study on behalf of the Staff of the Arizona Corporation 

Commission in an undocketed matter preparing a cost study pertaining to US WC. I also a rate 

design wimess in general rate case, Docket No. E-1051-93-183, involving USWC on behalf of 

26 the ACC Staff. 

27 

28 

29 

30 

31 

In this testimony I address depreciation issues. In addition, in the modernization section, I 

address the retirements that were incorporated in the depreciation projection lives adopted by the 

ACC. In the reconstruction cost new less depreciation (RCNLD) section, I address issues 

including the calculation of the remaining life from the depreciation studies. 

' At the tirne this case was initiated, the Company's name was U S West Communications. Inc. (USWC). However, 
since that time. a merger between USWC and Qwest has occuned, and the new Company name is Qwest. However, 
throughout rhis testimony, the Company will be referred to as USWC. 

2 
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9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

-- 77 

23 Q. 

24 A. 

35 

26 Q. 

27 

C A N  YOU PLEASE HIGHLIGHT SOME OF YOUR EXPERIENCE IN DEPRECIATION 

FOR REGLIXTED UTILITIES? 

Yes. I commenced working on depreciation pertaining to regulated utilities over 20 years ago 

when I ..vas on the Staff of the Illinois Commerce Commission. Over the years, I have 

participated in depreciation studies and testified on depreciation pertaining to regulated utilities 

in man? pceed ings .  

I have esablished a reputation as being a reasonable depreciation analyst. In a Public Service of 

Oklahoma (PSO) proceeding before the Oklahoma Corporation Commission, Docket No. PUD 

96-2 14. five different depreciation experts presented different depreciation recommendations for 

PSO. They were Mr. Jacob Pous on behalf of the Oklahoma Corporation Commission Staff, Mr. 

Douglas L. Burton on behalf of Transok, Inc., Mx. James T. Selecky on behalf of the Oklahoma 

Industrial E n e r g  Consumers, Mr. John S. Ferguson on behalf of PSO, and myself on behalf of 

the Oklahoma -Attorney General. For all accounts, the settlement in the case adopted the 

depreciation rates and parameters which I had determined, except for two general plant accounts 

where the depreciation rates were adjusted to meet certain overall limitations that were agreed to 

in the sertlement. 

I have taken advanced depreciation prograins entitled "Forecasting Life" and "Forecasting 

Salvage and Cost of Retiring" offered by Depreciation Programs, Inc. 

ARE YOU A MEMBER OF ANY DEPRECIATION PROFESSIONAL ORGANIZATION? 

Yes. I am a member of the Society of Depreciation Professionals. 

DO YOU H-I\\T EXTENSIVE EXPERIENCE IN TELECOMMUNICATIONS RATE 

DESIGX -L\;D COST OF SERVICE? 

3 
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1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

A. Yes. The Commissioners' statements quoted abovecorrectly indicate that the depreciation 

parameters are based on the assumption that USWC would be modernizing much more rapidly in 

the future. In recent years, USWC has been retiring 2% to 4% of its Arizona investment per 

year.' The new depreciation lives approved by the Commission assume USWC will be retiring 

over 13qh of its Arizona investment per year. For example, the projection lives the Commission 

approved zssume USWC will retire 13.8% ofits Anzona investment in the year 2000, as shown 

in Column B on Schedule WDA-1. 

The projection lives the Commission adopted for most accounts were much shorter than the 

existing lives in Arizona. The projection lives and retirements are inversely related. That is, in 

order to achieve a shorter average life, the annual retirements must be higher than the retirement 

level needed to achieve a longer average life. The customers' prices set in this proceeding will be 

set much higher than they otherwise would be, based upon the expectation that USWC will be 

accelerating its retirements and modernization in Arizona. Therefore, it is very appropriate for 

the Commission to require that these expected future retirements and the associated 

modernization actually occur in Arizona. 

18 Q. IN PRIOR TESTIMONY AND IN COLUMN B OF SCHEDULE WDA-1, YOU STATED 

19 THAT THE PROJECTION LIVES THE COMMISSION APPROVED CONTAINED 

20 SPECIFIC FUTURE RETIREMENTS. CAN YOU PLEASE DEMONSTRATE THAT? 

2 1 A. Yes. Schedule WDA-2 is a copy of one of the calculations that was performed as part of the 

22 depreciation proceeding. As can be seen from the top of this page, the Commission approved 

' For example. 111 1998, in Anzona USWC retired 1.8% of its investment. In 1999, USWC retired 3% of its 
investment m Anzona. (Calculated from USWC response to Request WDA 21-001, Attachments A and B) 

5 

I 



1 A. Yes. For TWO decades, I have providing services in regulatory telecommunications proceedings 

I 3 

3 

4 

5 

6 

7 

8 

across the nation. Specifically, in the USWC states, I have provided rate design testimony 

pertaining to USWC (or its predecessors "Mountain Bell" and "Northwestern Bell") in the 

following jurisdictions: Anzona, Colorado, Iowa, Minnesota, New Mexico. South Dakota, Utah, 

and Washingon, as is shown on Appendix A attached hereto 

Q. WHAT IS TXE PLWOSE OF YOUR TESTIMONY? 

A. I address fmee primary issues in this testimony. They are: 

9 

10 

11 

12 

13 

1. 

requested a method to assure that the rapid retirements and modernization that were assumed in 

the approved depreciation rates actually occurred in Arizona. I present Staffs proposal to 

monitor and incent USWC to actually make the modernization that are incorporated and assumed 

In the April 25,2000 Open Meeting in the depreciation proceeding, the Commissioners 

14 in the depreciation parameters the Commission has approved. 

15 

16 -. 7 

17 

I quanti@ and present the impact of the Commission approved depreciation parameters 

on the depreciation expense to be utilized in this proceeding. 

18 
19. In addition, the calculation of the "percent condition" used in the RCNLD calculation. 

20 

21 11. ARIZONA MODERNIZATION INCENTIVE 

22 
23 Q. WERE THE HIGHER DEPRECIATION EXPENSES APPROVED BY THE COMMISSION 

24 BASED LTON AN EXPECTATION OF GREATLY ACCELERATED RETIREMENT AND 

25 MODER_\ZXTION BY USWC IN ARIZONA? 

4 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

projection life of seven years for the Office Equipment Account, and a Cornmission approved 

Iowa c u r x  shape of L0.5 have been entered. Based upon these inputs, the program calculates a 

specific expected future retirement pattern by year, as shown in Column C. The specific 

amounts shown in this column are "per $100,000" of initially installed investment. This figure 

can be appiied to the actual investment for each age to arrive at the expected retirements each 

year. ?&-!!e CJmmission approved parameters assume US WC will be making a specific level of 

retirements sach year in the future. 

Q. HAS THE COMMISSION ACTION GIVEN USWC THE OPPORTUNITY TO RAPIDLY 

ACCELERATE RETIREMENTS AND MODERNIZATION IN ARIZONA? 

A. Yes. The Commission has given USWC the opportunity to rapidly accelerate retirements and 

12 

13 

14 

15 

16 

17 

18 

19 

modernization in Arizona. The ACC will be providing USWC a huge amount of additional 

customer funds based upon the expectation that US WC will make the expected accelerated 

retirements and modernization. At this point, there is no guarantee that USWC management will 

take advantage of this opportunity to modernize at the expected accelerated rate. If USWC 

management does take advantage of this opportunity and use the customer funds for their 

intended purpose, that is fine. However, the USWC management instead could divert the funds 

to other purposes. The Commission has done its part to accelerate modernization. The 

customers will be doing their part by paying higher rates that are based upon that assumed 

20 accelerated modernization. After that, it will be up to USWC management to decide if they will 

21 take advantage of this opportunity to actually make the expected modernization, or if they 

22 attempt to divert the funds to other purposes. 

23 

6 
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- 3 

3 APPROIZD DEPRECIATION LIVES? 

4 A. No. StaEhas not been able to obtain any assurance from USWC that USW-C is planning to 

5 

6 

7 

8 

9 retirements. 

Q. HAS USWC PROVIDED ANY ASSURANCE THAT THEY ARE ACTLALLY PLANNING 

TO MAKE THE FUTURE RETIREMENTS THAT ARE ASSUMED IN ??<E ACC 

actuallj- x a k e  the level of retirements incorporated in the Commission approved depreciation 

lives. Fzr example, attached as Schedule WDA-3 is a Staff request asking fcr USWC's plans to 

actually Zake  the retirements assumed in the approved depreciation lives. -1-5 can be seen from 

that response: USWC did not provide any assurance that they are actually pianning to make those 

10 

11 

12 YEAR 2000? 

13 A. As previously discussed, the Commission approved depreciation lives assumed USWC would be 

14 

15 

16 

17 

18 

19 

Q. WHAT DOES USWC'S BUDGET SHOW THEIR RETIREMENT PLANS ARE FOR THE 

retiring 13.8% of its Arizona investment in the year 2000. HoweveI, USWC's most recent 

budget for the year 2000 shows USWC plans to retire less than ** 

investmsnt in the year 2000, as shown in Column C of Schedule WDA-1 . The retirements that 

US WC has actually planned for the year 2000 are only ** 

year that are assumed in the ACC approved depreciation lives. 

** of its Arizona 

** of the retirements for that 

20 Q. WHAT WOULD THE IMPACT BE IF THE PRICES CHARGED CUSTOMERS ASSUME 

21 MORE K-ID RETIREMENTS AND MODERNIZATION IN ARIZONA. BUT USWC DOES 

22 NOT ACTUALLY MAKE THOSE RETIREMENTS AND ASSOCIATED 

23 MODERXZATION? 

7 
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3 - 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

A. This would be the worst of both worlds. If this occurs, the customers will not be receiving the 

modernization for which they are paying. In addition, collecting the moneJ- 5om the h z o n a  

customers. but not making the expected Arizona modernization, hams  the Arizona economy. If 

this money would have been left in the customers' hands, that would have been spendable 

income in Arizona. Customers could have spent on goods and services in Amona, thereby 

promorin,o Arizona employment and business activity. However, when these additional funds 

are collected from the customers in the USWC rates, the customers can no ionger spend those 

funds in -4nzona for other purposes. If the money is collected but all the expected modernization 

is not made, the portion of that money that is not utilized in Arizona will be removed from the 

Arizona economy. This h a m s  the economy and employment. It is important to the Arizona 

economy and employment that the funds collected from the Arizona customers for the purpose of 

accelerating Arizona retirements ancLmodernization be used for the intended purpose. If a 

portion of these Arizona funds are diverted to other jurisdictions, that will harm the Arizona 

economy. The diversion of Arizona funds from their intended purpose, or even to other 

jurisdictions, could result in Arizona being a "cash cow" which provides funds for Qwest's 

operations in other states, or even in other countries. 

Q. WHAT DO YOU RECOMMEND? 

A. I propose the Commission monitor USWC's retirements to be sure that the expectations built into 

the depreciation rates, and therefore into the prices paid by customers, are being met. I propose 

that each year the actual retirements that USWC makes in Arizona be compared to the expected 

retirements that were incorporated into the approved depreciation lives. If CSWC is making the 

retirements that were expected when the depreciation rates were set, then no hrther action is 

8 
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3 
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5 

6 

7 
I 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

33 -- 
23 

needed. However, i swc ils to meet the expected commitments, customers should be given 

a credit. Tne amount of that credit will depend on how close USWC is to the expected 

modernization level. This proposal provides a very powerful incentive to USWC management to 

actuallq- make the expected modernization in Arizona. With this requirement in place, USWC 

manageamt will know that if it attempts to divert the relevant revenues they are collecting from 

the h izcna  customers to other purposes, then they will no longer be allowed to collect the 

portion ~72 :hose revenues they are attempting to divert. 

v. IS THERE A SIMPLE WAY TO MONITOR THE ACTUAL, RETIREMENTS TO THE 

EXPECTED RETIREMENTS? 

A. Yes. From the data in the depreciation proceeding we know what annual retirements are 

required in order to achieve projection lives adopted by the Commission. As previously 

d iscussd  shorter lives require higher annual retirement rates than do longer lives. After the end 

of a year. the Company records show the investments they retired that year. Therefore, the 

actual rerirements can be compared to the expected retirements, and an appropriate credit 

calculated if the actual retirements do not meet the expectations that were incorporated in the 

depreciation rates. 

The retirements cause two things to happen--(l) equipment to retire, and (2) new equipment to 

be installed. Therefore, there are theoretically two ways to measure USWC's rate of retirements. 

We could either (1) monitor the retirements, or (2) monitor their replacement of new equipment. 

Either of these two items would measure the same thing, which is the replacement of existing 

equipment with new equipment. However, of these two possibilities, we only have actual 

expectations as to what USWC will retire. Therefore, the retirements must be monitored, but by 

9 



1 

3 
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5 

6 
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8 

9 

10 

1 1  

12 

13 

14 

15 
16 

17 

18 

19 

20 

21 

doing so <le modernization rate is also being monitored, much the same as would occur if the 

new invezments were monitored. 

Retiremests are used as the measure of USWC's compliance because expected future retirement 

levels are specifically included in the depreciation calculations. For example, Schedule WDA-2, 

Column C shows the specific retirement pattern that is established by the Commission prescribed 

parameters ?er S 100,000 of initial investment. The depreciation calculations do not include any 

specific &samption as to what USU'C will invest to replace that equipment \Then it retires. By 

holding L-SW-C accountable to the retirement that is incorporated in the depreciation parameters, 

that will require USWC to retire the existing older plant. That forces USWC to make the 

modernization by replacing it with the newer, more efficient equipment. 

It is actuaily the retirement plans of the existing equipment that is used to calculate the 

depreciarion remaining lives. As a result, there is a schedule for the expected future retirements 

that were specifically used in calculating the depreciation rates. 

In fact, monitoring the dollar amount of the retirements is probably preferable than monitoring 

the dollar amount of the new investments (even if there was a standard to use for that, which 

there is not), because rewarding the Company for spending large amounts of money on new 

investments would encourage "gold plating." 

22 Q. WHAT IS SCHEDULE WDA-4? 

23 A. Schedule WDA-4 is a form that should be filled out and filed by USWC in May showing data for 

24 

25 

the prior year. If USWC had met the retirement expectations, then no credit would be calculated. 

However- if USWC had not met the retirement expectations, there would be a credit to 

10 



1 customers. The amount of the credit would depend on how close USWC's actual performance 

~ 

2 was to the expectations incorporated in the Commission approved depreciation lives. 

I 3 
I 

4 Q. WHAT IF USWC RETIRES MORE THAN IS EXPECTED IN A YEAR? 

5 A. In that event, the additional retirements will be carried over and would reduce the customer 

6 credit in rhe following year. 

7 

8 Q. HAVE THE COMMISSIONERS ALSO STATED THAT THEY WANT ACTUAL 

9 MODERINZATION, NOT JUST "SOMETHING ON PAPER"? 

10 A. Yes. In the Open Meeting, the Commissioners stated that they wanted to assure that the 

1 1  modernization was actually "put into the ground." 

12 Commissioner Mundell: 
13 
14 
15 
16 

. . .If you get this accelerated depreciation, get this additional money so we're not just 
doing something on paper, an accounting procedure here, but the money actually goes 
into infrastructure and improving te~hnology?~ 

17 Commissioner Irvin: 
18 
19 
20 

Commissioner Mundell, I will look forward to working with you and Commissioner 
Kunasek seeing updated equipment is put into the g r ~ u n d . ~  

21 Staff's proposal addresses this Commissioner concern by requiring that the retirements be 

22 physical retirements, not just accounting entries. This requirement is shown in Note 4 of 

23 Schedule WDA-4. 
I 

I 24 
I 

25 Q. CAN YOU ILLUSTRATE HOW THE FORM ON SCHEDULE WDA-4 WOULD BE FILLED 

I 26 OUT? 

, 
~ 

I Tr. 46-4-. April 3 ,2000  Open Meeting. 

1 11 
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4 

5 

6 

A. Yes. Schedule WDA-5 contains hypothetical numbers as an example of how this form would 

work. Only four numbers need to be input into this form from the Company's books and records 

after the close of the year. These include the plant in service at the beginning of the year. This 

goes on line 1 a. The amount of retirements in the year goes on line 1 b. The intrastate 

depreciation expense accruals in the year goes on line 3f. The working loops in the year goes on 

line 3i. The other calculations work off of these four numbers, as can be seen fiom this form. 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

As a hqpothetical, I am inputting a $5,000,000,000 plant in service at the beginning of the year, 

$500,000.000 retirements in the year, $600,000,000 intrastate depreciation expense, and 

2,500,000 lines in service in the year. The resulting credit would be 60# per line per month, as 

shown on Schedule WDA-5. 

Q. DOES THIS MONITORING PENALIZE USWC? 

A. No. It just requires accountability. As long as USWC uses the funds for the purpose for which 

they were intended, there will be no credit. A credit will apply only if USWC attempts to divert 

a portion of these funds fiom their intended purpose. No prudent business person or homeowner 

would have a contract which obligated them to make large payments to a contractor based upon 

assumptions that the contractor would perform certain services, but not actually require the 

contractor to do so. A prudent business person or homeowner that agreed to make payments 

would undoubtedly require accountability, so that they would not be obligated to continue to 

make those payments if the contractor did not provide the expected services. Likewise, the 

USWC customers are entitled to receive the rate of modernization for which they will be paying. 

~ 

' Tr. 52. April 25. 2000 Open Meeting 
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1 

2 CREDIT APPLIES? 

3 

4 

5 

6 

Q. DOES YOLR PROPOSAL ALLOW TIME TO SEE WHAT USWC WILL DO BEFORE THE 

A. Yes. USWC has been booking the new depreciation rates since May, 2000. Under my proposal, 

the firs review will not commence until May, 2001, with the potential credit (if any) first 

appeariig on the customers' bills in June, 2001. It will be up to USWC whether or not they meet 

the expecrations that are incorporated in the depreciation rates. Only if USWC chooses not to 

7 make thc retirements that are expected in the ACC approved depreciation lives, would a credit 

8 apply. 

9 

10 

11 

12 

It is also important to note that the amount of the credit depends upon how close USWC came to 

the expected goals. Therefore, even if USWC does not meet the goal in one year, they will still 

have an incentive to increase their retirements and modernization. Any increase in retirements 

13 

14 

15 

1A. 

17 

18 

19 

20 

21 

22 

23 

reduces or eliminates the credit next year that is based on that period. 

Q. WHAT DO YOU RECOMMEND ON THIS ISSUE? 

I recommend the Commission require USWC to file the filled out form-contained on Schedule 

WDA-4. If any credit is appropriate because USWC has failed to meet the retirement 

expectations that are built into the customers' rates, the appropriate credit as calculated on that 

form should appear on the customers' bills. 

13 



1 I 

1 111. DEPRECIATION 

3 
I 

3 

4 CALCLLATION OF USWC? 

5 

6 

7 

8 

9 Q. IN HIS DIRECT TESTIMONY MR. W PRESENTS THE DEPRECIATION EXPENSE 

10 

Q. WHAT IS THE PRIMARY PROBLEM WITH THE DEPRECIATION EXPENSE 

A. The CorrLmission approved depreciation parameters (future net salvage, projection life, and curve 

shapes) to be used in the rate case. USWC has applied those Commission-approved parameters 

to 1999 -&vestments, but to 1997 reserves. 

CHANGE OF S79.2 MILLION, WHICH THE COMMISSION DISCUSSED IN THE OPEN 

11 MEETIXG' m WHICH THEY APPROVED THE DEPRECIATION P~UVETERS, BUT 

12 

13 

THEN HE ARGLJES THAT WITH THE TEST YEAR UPDATE, AN ADJUSTMENT OF 

$99.7 MILLIOh- CAN BE CALCULATED. IN ADDITION, MR. REDDING ON HIS 

14 SUPPLEMENTAL EXHIBIT GAII-S7C CLAIMS A $107,968,000 DEPRECIATION 

15 

16 COMMEhT. 

17 A. These USWC witnesses were calculating the impact of the change in parameters approved by the 

18 Commission by applying those parameters to 12/31/99 investments, and to 1/1/97 reserve levels. 

19 The use of the "book" values from inconsistent time periods results in over-stating the 

20 depreciation expense calculation. 

21 

EXPENSE CHANGE AS THE IMPACT OF THE DEPRECIATION CHAVGE. PLEASE 

Open Metring April 25,2000. 5 
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1 

7 

3 

4 

5 

6 

7 

8 

9 

10 

11 

. 12 

13 

14 

15 

16 

17 

18 

19 

20 

I 
I 

Q. MR. W X  -4RGUES THAT "THE $79.2 MILLION AMOUNT WAS BASED ON 

INVESTMENT LEVELS AS OF 1/1/97" AND "SINCE THAT TIME U S XTST HAS ?JADE 

SUBSTXXTIAL INVESTMENT IN ARIZONA". PLEASE RESPOND. 

A. In his "updated" 1999 calculation, Mr. Wu has used the 12/3 1/99 investment, but also used the 

1/1/97 reserve percent. What Mr. Wu proposes is a selective recalculation of the $79.2 million 

figure in tv-hich he selectively changes some of the "per book" figures from :he 1/1/97 level to the 

1999 les-el. while leaving other of the "per book" figures back at the 1/1/97 level. Mr. Wu's 

revised calculation would recognize the increase in investment which has occurred in the past 

three years. but would ignore the increase in the depreciation reserve percent which has - also 

occurred in the past three years. 

The $79.2 million figure was calculated using the investment book value on depreciation reserve 

book values as of 1/1/97. The investments have increased since that time. It is also true that the 

depreciation reserve, and the reserve as a percent of investment, has substantially increased since 

1/1/97. Mr. Wu proposes to update the investment amount, but does not propose to update the 

reserve percent used in the $79.2 million calculation to the 1999 level. Instead he proposes to 

leave the reserve percent in this calculation back at the 1/1/97 level. In the last three years, 

hundreds of millions of additional dollars have been accrued into the depreciation reserves. 

These depreciation accruals are recovered in customer rates. This would be like a loan company 

failing to consider the impact of the loan payments a customer had made for the past three years. 

22 Q. CAN YOU DEMONSTRATE THAT MR. WU IS USING THE 1/1/97 RESERVE PERCENT 

I 23 IN HIS SLTPOSEDLY "UPDATED" 1999 CALCULATION? 

15 



I A. 

2 

3 

4 

5 

6 

7 

8 

9 

Yes. On Wu Exhibit KDW-1,page 1, which show the 1/1/97 calculation, Mr. Wu uses the 

percent reserve as of 1/1/97 of 64.0% for Radio Systems. Using that and other inputs, he 

calculated a rate of 5.8%.6 That 5.8% figure is calculated specifically using the 1/1/97 reserve 

percent. but the 5.8% figure is what Mr. Wu also uses in his supposed 12/3 1/99 calculation, as 

can be seen in column D of Mr. Wu Exhibit KDW-2. 

In fact the percent reserve for this account had grown from 64% as of 1/1/97 to 82.5%, as of 

12/3 1/99, as shown on Schedule WDA-6, page 1, Column 1. Mr. Wu ignores the growth by 

using the older 1 /1/97 reserve percent in the 'I 1999" calculation. 

10 

11 

12 

13 

14 

15 at the 1/1/97 level. 

Q. DID MR. WU UPDATE THE INVESTMENTS TO THE 12/31/99 LEVEL IN ALL PARTS OF 

THE CALCULATION OF THE "UPDATED" DEPRECIATION EXPENSE CALCULATION? 

A. No. In his "updated" calculation, Mr. Wu replaced the 1/1/97 investment with the 12/3 1/99 

investment in one part of the calculation, but left the investment in another part of the calculation 

16 

17 

18 

19 

20 

Schedule WDA-7 shows the calculation of the 6.6 years remaining life as of 1/1/97 that was used 

for the Radio Systems account in the $79.2 million calculation. As this Exhibit shows, this 6.6 

year average remaining life was calculated by applying the ACC approved Projection Life to the 

1/1/97 investment figures.' The 6.6 year remaining life is based on 1/1/97 investments. Mr. Wu 
I 

I 

6(100% - 64.0% - (-2%))/6.6 = 5.8% 
'The ACC order specifies the parameters (net salvage and projection life) to be used. For example, for the Digital 
Circuit Account, the Commission Order approved a 10 year Projection Life, but did not approve a specific 
depreciation rate for that Account. (Page 11, Decision 62507) Depreciation rates are calculated by applying the 
Commission approved parameters to the book investment and reserve figures. Even with the same parameters, the 
deprecianon rate and resultmg accruals Calculated can vary depending upon the date of the "per book" figures to 
which the Commission prescribed parameters are applied. 

16 



I I 

1 

- 3 

9 d' 

4 

5 

6 

7 

used the 6.6 year remaining life in calculating the 5.8% depreciation rate.* Therefore, the 5.8% 

rate is specifically based on 1/1/97 investments. 

HoweL-er in the "updated" 1999 calculation Mr. Wu uses the same 5.8% rate. as can be seen on 

Exhibi: lXDV,--2. Column D. That figure is specifically calculated on the 1/1:'97 investment 

levei. bcr 4fr. Wu used it in the "updated" 1999 calculation. 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

Q. DOES USWC HAVE THE CALCULATION WHICH APPLIED THE ACC APPROVED 

PROJECTIOK LIVES TO THE 12/31/99 INVESTMENTS? 

A. Yes. Attached as Schedule WDA-8 is a copy of the USWC provided "generation arrangement" 

that shows the average remaining life of 5.9 years which USWC calculated by applying the ACC 

approved projection life to the 12/31/99 investment. USWC has recalculated the remaining life 

by applying the ACC approved parameters to the 12/31/99 investments (but this is not what Mr. 

Wu used in his "updated It 1999 calculation). In her testimony, USWC witness Nancy Hughes 

states she used the 12/31/99 "generation  arrangement^."^ These are the documents that calculate 

the average remaining life by applying the ACC approved projection lives and curve shapes to 

the 12;3 1 99 investments, as shown on Schedule WDA-8. 

Q. WERE THE RATES APPROVED BY THE COMISSION IN THE DEPRECIATION CASE 

BASED L-PON BOTH 1997 INVESTMENT AND 1997 RESERVE LEVELS? 

21 

I 

I * (100% - jc.O?b - (-2%))/6.6 = 5.8%. 
Page 4. Suppiemental Testimony of Nancy Heller Hughes (Hughes Supplemental Testimony). 9 
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1 

- 3 

3 

4 1997 resen-es." 

5 

6 

7 BOOKITG. HOW WERE THOSE CALCULATED? 

8 A. For most accounts, USWC applied the ACC approved projection lives, curves, and net salvage to 

9 

10 

11 

12 

13 

14 

15 

16 

17 

A. Yes. The Commission Order stated that the depreciation rates calculated using the Commission 

approved parameters shall be used in the rate case. The Commission Orders do - not say "In the 

rate case. these Commission approved parameters shall be applied to 1999 investments, but to 

Q USWC FILED DEPRECIATION RATES IN MAY, 2000, WHICH THEY ARE NOW 

the 1/1/97 book investment and 1/1/97 reserve amounts. For two accounts, the USWC 

depreciation rates did not use the Commission approved parameters." 

This testimony is not objecting to USWC "booking" those rates for now. I am addressing the 

depreciation expense to be calculated based upon a 1999 test year and the Commission approved 

parameters. I recommend that when the customer rates that resuit from this proceeding go into 

effect, USWC should at that time commence booking the updated test year depreciation rates. 

These are the rates that are calculated by applying the ACC approved parameters to the test year 

12/3 1/99 investments and reserves, as shown on Schedule WDA-6. 

18 

19 Q. IS USING A DEPRECIATION RATE IN THE YEAR 2000 WHICH IS CALCULATED 

20 

21 ACCEPTED DEPRECIATION PRACTICES? 

USING "END OF 1996/START OF 1997" RESERVE LEVEL CONTRARY TO 

l o  Dr. Le's April, 1999 Supplemental Testunony, Schedule 12 recommended a projection life of 8.5 years for the 
Stand Alone and 8.5 years for PBX and Key Intrasystm accounts, Account 2123.2. The Commission Order 
directed those Staff projection lives be adopted. However, USWCS filing improperly shows a projection life of 8.3 
years for this .Account. 

18 



1 A. 

2 

3 

4 

5 

6 

7 

8 

9 

Yes. All major telephone companies are required to update their depreciation rates at least every 

three yezrs (Triennial Represcription). In the interstate jurisdiction, companies are allowed to 

update the depreciation reserve percent and investment amounts used in their depreciation rates 

annuall:-. Standard depreciation requirements prevent companies from using depreciation rates 

that include reserve figures that are more than three years old. The use of the more than three 

years oid depreciation reserve figures that USWC is currently advocating in -Lnzona is not 

acceptabie under standard depreciation practices, because that data is too far removed from 

current data. 

10 

11 

12 

13 

14 

15 

16 . 

17 

18 improper. 

19 

Q. WHAT DO YOU RECOMMEND? 

A. Staff agrees that Commission approved parameters should be applied to 12/31/99 book figures 

instead of 1/1/97 book figures for purposes of the rate case. However, I do not agree that only 

some of the "book" figures should be changed to the 1213 1/99 levels while other "book" figures 

used in the calculation should remain at the 12/3 1/97 levels. The only consistent way to update 

is to update all "per book "investment and reserve figures used in this calculation is to use the 

12/31/99 book figures. To use the 12/31/99 investment in one part of the calculation , but use the 

1/1/97 investment and 1/1/97 reserves in other parts of the calculation for the same account is 

20 The parameters as ordered by the ACC would be applied to these 12/3 1/99 "per book" 

21 investment and reserve amounts. 

22 

23 

~ 

Q. HAVE YOU PERFORMED THIS UPDATED CALCULATION? 
~ 
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1 

- 7 

3 

d 

5 WDA-6. 

6 

7 

8 APPROPRIATE? 

9 A. Yes. The adjustment just discussed shows the impact of the change in the depreciation 

10 

11 investment levels. 

12 

13 

14 

15 

16 

A. Yes. The result is an increase in the intrastate annual depreciation expense of S68,258,000 are 

shown on Schedule WDA-6, page 1. The 1213 1/99 investment and reserve figures used in 

Scheduie :ADA-6, are the actual 12/3 1/99 "per book" figures." Adjusted for the sale of 

exchanges. the figure for the retained exchanges is $62,080,000, as shown on page 2 of Schedule 

Q. IS T H E E  --';OTHER DEPRECIATION EXPENSE ADJUSTMENT THAT IS 

parameters. In addition, when using an end of year rate base, you must adjust for end of year 

USWC books the investment by applying a monthly depreciation rate to the investments each 

month. The end of year 1999 investment is higher than the average was throughout 1999. Had 

the higher investment levels that existed at the end of the year been in effect throughout 1999, 

USWC would have booked more depreciation expense than they actually booked in 1999. 

17 

~ 18 

19 

Adjusting the depreciation expense to the end of year level results in $10,054,000 increase in the 

depreciation expense, as shown on Schedule WDA-9. This figure has already been adjusted for 

the sale of exchanges, and would be in addition to the $62.0 million impact of the depreciation 

If anythmg. these reserves are conservative, since USWC had stopped flowing depreciation accruals into some 
accounts in 1999. Specifically, in 1999, USWC had the depreciation accruals for the General Purpose Computers 
Account tumed "OW, although they continued to collect revenues from customers to cover this expense. USWC 
was not flowing those revenues mto the depreciation reserve for that Account. In the latter part of 1999, this 
Account was not "!idly depreciated", and therefore, the funds that were being collected from the customers for that 
purpose should have been flowed into that Account, but they were not. They had an undepreciated balance by at 
least May. 1999. and therefore it should have been tumed "on" by at least May, 1999. (USWC response to Request 
UTI 18-05)  Having this Account turned "off' means the "booked" depreciation reserve is smaller than It otherwise 
would have 'ma I have not adjusted for this, and therefore the reserve amounts I utilize are conservative. 

I I  
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1 

2 depreciation expense change. 

rate change. The $72,134,000 sum of these two adjustments ($62,080,000 - '510,054,000) is the 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 exchanges. 

14 

15 Q. WHAT DO YOU RECOMMEND? ' 

16 A. I recommend that the depreciation rates calculated using the ACC approved parameters shown 

17 on Schedule WDA-6, page 1 , Column K, be utilized in this proceeding. The depreciation rates 

I 8  are calculated by applying the ACC approved parameters to the end of test year investments and 

19 reserves as of 1 2 0  1/99. USWC "partially" updated depreciation expense calculation should be 

20 rejected. That "partially" updated calcuIation utilizes reserve levels from the end of 1996/start of 

Q. IS THE DEPRECIATION EXPENSE CHANGE AS A RESULT OF THE TEST YEAR 

UPDATE ORDERED BY THE COMMISSION, SIMILAR TO THE IMP;1CT THE 

COMMISSIOX EXPECTED AT THE TIME IT APPROVED THE DEPRECIATION 

PAFL4LfETERS IN THE DEPRECIATION CASE? 

A. Yes. In its April 25,2000 Open Meeting, in which the Commission approved the depreciation 

parameters, the Commissioners indicated that they expected these parameters to have an annual 

impact of S79.2 million per year." At that time, the Commissioners recognized that if exchanges 

were sold, a portion of this would go with the sold  exchange^.'^ The figure of$73.1 million is 

the portion of the $79.2 million figure that would remain after adjusting for the sale of the 

21 

I- 77 

1997. Those reserve levels are outdated and have no relevance to the 1999 rest year. To 

continue to use those outdated reserve levels would ignore the hundreds of millions of dollars of 

"Tr. 16-17. 
l 3  Tr. 52. 

21 



depreciation accruals (supported in customers' rates), and have flowed into those reserve 

accounts since 1996. I also recommend that USWC commence booking the updated test year 

depreciation rates at the same time the customer rates that result from this proceeding go into 

effect. In addition, an "end of period" adjustment, such as that shown on Schedule WDA-9 is 

also appropriate. 

I\-. THE "PERCENT CONDITION" IN THE "RECONSTRUCTION COST 

NEW LESS DEPRECIATION" CALCULATION 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 NEEDS TO BE CLARIFIED? 

Q. DID USWC CORRECTLY CALCULATE THE "PERCENT CONDITION" IN THEIR 

"RECONSTRUCTION COST NEW LESS DEPRECIATION" (RCNLD) CALCULATION?'4 

A. No. The USWC calculation of the "percent condition" contains at least three errors. 

1. 

procedure. However, the ACC has ordered the equal life group (ELG) procedure be used. 

2. 

3. 

improperly modified those formulas to remove "age" from the calculation. 

In this calculation, USWC calculated the remaining life using the vintage group (VG) 

M s .  Hughes improperly took one-half year off of all of the ages. 

hls. Hughes started with the correct "percent condition" formulas, but she then 

Q. BEFORE DISCUSSING THESE THREE PROBLEMS, IS THERE ANOTHER ISSUE THAT 

l4 The Supplemental Testimony of Nancy Heiler-Hughes and associated exhibits filed June 9,2000 which addressed 
the updated test year of 1999. 
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1 

I 3 

3 

4 

5 

6 

7 

8 

A. Yes. iMmy of Ms. Hughes' Exhibits also show the 6/30/98 date instead of the 12/3 1/99 date in 

the column headings. On page 12 of Exhibit N " - I ,  Supplemental Exhibit of Ms. Hughes, 

shows tbe correct date of 12/3 1/99, in the column headings. However, on all of the following 

pages oirhat Exhibit, Ms. Hughes shows the incorrect date. The numbers Ms. Hughes shows in 

those cc:umns are 12/31/99 numbers, but the column headings are incorrect. 

Q. THE FRST ERROR YOU PREVIOUSLY LISTED IS THAT MS. HUGHES CHANGED THE 

REMAI5i-G LIFE CALCULATION FROM THE ELG PROCEDURE TO THE VG 

9 PROCEDURE. PLEASE EXPLAIN. 

10 A. One of t-he issues addressed in the depreciation proceeding was whether the remaining life should 

1 1  be calculated using the VG or ELG procedures. On page 1 of the Procedural Order dated 

12 January 7,2000 in Docket No. T-01051B-97-0689, the Commission required that the ELG 

13 procedure be used: 

14 
15 
16 
17 

18 

IT IS FURTHER ORDERED that each party shall utilize the Equal Life Group approach 
without the use of truncation. 

Q. DOES THE ELG PROCEDURE PRODUCE A DIFFERENT AVERAGE REMAINING LIFE 

19 THAN THE VG PROCEDURE, EVEN WHEN ALL OTHER INPUTS ARE THE SAME? 

20 A. Yes. For example, Schedule WDA-IO is a table fiom the computer program that USWC uses for 

21 

22 

23 

depreciation calculations. The last two columns show the average remaining life under the ELG 

I 
I procedure, and separately under the VG procedure. As can be seen by comparing these columns, 

I 
i the ELG procedure generally produces a shorter average remaining life than does the VG 

procedure. even with the same inputs. 
~ 24 

25 
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I 

8 

9 

10 

11  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

1 Q. DID MS. KC;GHES USE THE ELG REMAINING LIFE? 

2 A. No. In her testimony, Ms. Hughes stated that she had "USWC generation arrangement" as of 

3 

4 

5 

6 

12/3 1/99. and that this was the data that was "used to support the depreciation rates prescribed by 

the ACC." Those L'SWC "generation arrangements" calculated the remaining life using the 

ELG procedure. However, Ms. Hughes chafiged the remaining lives shown on the USWC 

generatier arrangements by replacing them with the remaining lives calculated using the VG 

procedur?. Replacing the ELG remaining life with the VG remaining life is contrary to the 7 

Commission Order. It is also using a remaining life procedure that is inconsistent with the 

remaining life used in the depreciation expense calculation. 

Q. CAN YOC PLEASE DEMONSTRATE THAT MS. HUGHES REPLACED THE ELG 

REMAJXNG LIFE WITH THE VG REMAINING LIFE? 

A. Yes. Schedule WDA-11 contains pages from the USWC calculated "generation arrangement" 

for the Circuit Digital Equipment account.'6 The remaining life and other values on that 

generation arrangement were calculated using the Commission specified remaining life and 

Commission required ELG procedure. However, instead of using the "ELG" remaining life, Ms. 

Hughes replaced that with the VG remaining life. For example, for Digital Circuit Equipment, 

the ELG remaining life for the 1997 vintage is 5.56 years as shown in Column E of the USWC 

"generation arrangement", Schedule WDA-11. However, Ms. Hughes used the VG remaining 

life of 9.09 years for that vintage, as shown in Column H, page 35 of Exhibit X " - 1  of Ms. 

Hughes' Supplemental Testimony. The term "expectancy" that Ms. Hughes uses in Column H 

I s  Page 4. Hughes Supplemental Testimony. 

Schedule zontains only several pages pertaining to the Digital Circuit account. 
This USWC response included the generation arrangement for virtually all of the depreciable accounts. This I6 
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' I  

1 

- 7 ScheduIe 'WA-12. 

3 

4 

5 CONDITION" CALCULATION? 

6 A. Ms. Hugl~cs reduced all of the investments' age by one-half year, for no valid reason. The 

7 "genera1:cn arrangement" that USWC had provided to her showed the correc: age, but she 

8 changed :hose ages. For example, as Schedule WDA-11, page 3, Column D shows, the USWC 

9 calculated generation arrangement shows that the investments installed in 1999 have an average 

means the same as the average remaining life, as is stated in standard textbook. as shown on 

Q. WHAT i Z  THE SECOND IMPROPER CALCULATION IN THE USWC "PERCENT 

10 

11 

12 

13 

14 

15 

age of 0.5 years as of 12/31/99 (1/1/2000). This is correct because the investments in 1999 were 

installed rhroughout the year. On the average, they would be six months old by the end of that 

year. However. instead of using the correct age, Ms. Hughes changed the 1999 vintages' age to 

be zero as of 1213 1/99, as can be seen in Column F of page 35 of Ms. Hughes' Supplemental 

Exhibit >;HH-l. This age is incorrect and inconsistent with the correct ages shown on USWC's 

own "generation arrangement." Ms. Hughes also improperly reduced the ages by 0.5 years in the 

16 

17 

18 Q. WHAT IS TEE THIRD ERROR YOU DISCUSSED ABOVE? 

19 A. "Age" is one of the factors used in the correct calculation of the "percent condition." However, 

20 Ms. Hughes improperly modified the "percent condition" formula to exclude "age" from the 

2 1 calculation. The "percent condition" is the percent of the total life of the investment that 

22 remains. For example, if investment has only 20% of its total life left, then that investment 

23 would have a 20% "percent condition." 

other vintages and in the other accounts. 
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5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

Without even discussing the "form Ias", it is obvious that the percent mdition figures that Ms. 

Hughes used do not accuratdy reflect the portion of the life remaining. For example, the 1980 

vintage Digital Circuit Equipment investment has an age of 19 years, and a remaining life of 5.02 

years, according to page 34 of Ms. Hughes Supplemental Exhibit N " - 1 .  From these two 

numbers. ~t is obvious that this equipment has already lived well past one-half of its total 

expected hfe. However, Ms. Hughes shows the "percent condition" for this investment as 

50.20%. This is clearly an error since this investment has far less than half of its life remaining. 

The correct "percent condition" for this 1980 vintage investment in the Circuit Digital account is 

18.82%: a s  shown in Column I, page 1 of Schedule WDA-I 3, which are my corrected 

calculations. Even without discussing any formulas, it is obvious that an investment which is 

already 19 years old, and has only 4.5 to 5 years of life remaining, does not have 50% of its life 

remaining, but has closer to 20% of its life remaining. 

- 

15 

16 CALCLIATION? 

Q. WHAT IS WRONG WITH THE FORMULA MS. HUGHES USED IN THE ABOVE 

17 A. Ms. Hughes started out with the correct formulas, but she improperly modified those formulas to 

18 remove the "age" from the calculation. Ms. Hughes correctly identified the two formulas 

19 properly used to calculate the "percent condition". These formulas are: 

20 
21 Probable average service life 

1. Percent condition = [Probable average service life - age) l 7  

22 3 Probable average service life = Age + Life Expectancy" 

Supplemental E.uhibit N " - I ,  page 3, last paragraph. 
Supplemental E.uhibit N " - I ,  page 3, last line, connnued onto page 4. As previously noted. the term "life 

17 

18 

expectancy" means the same as "average remaming life", as shown on page 2 of Schedule hDA-12. 
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2 

3 

4 

6 

8 
9 

10 

We do nor dispute Ms. Hughes' statement that the above are the correct formulas used to 

calculate :he "percent condition". However, these are not the formulas Ms. Hughes actually 

utilized. 

After iacntifying the correct formulas, she combined those formulas. The result of properly 

combinrns these two formulas is the following: 

Percent condition = ((Age + Life expectancy) - Age) 
(Age + Life expectancy) 

This reduces to: 

Percent condition = Life expectancy 
(Age + Life expectancy) 

11 
12 

13 

14 

15 

16 

17 

18 
19 
20 
21 

23 

24 

25 

It is important to note that "age" is still one of the factors used to calculate percent condition in 

the properly combined formulas. However, this correct formula is not what iMs. Hughes used. 

Instead. she modified this formula by removing the "age" from the calculation and created an 

improperiy modified formula, which is: 

19 Percent condition = Life expectancy at age X - 

Divided by life expectancy when new 

This modified formula is not correct. One obvious difference between the correct formula and 

the formula used by Ms. Hughes is that the correct formula uses "age" in the calculation, whereas 

Ms. Hughes improper formula removes age from the calculation. There is no valid basis for the 

modificarion that Ms. Hughes made to the correct formulas. It is the use of this incorrect 

formula n-hich produces the illogical result previously discussed. 

Supplemental Exhibit "H- 1, page 4. 19 
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1 

2 Q. DOES rfi &-CORRECT FORMULA THAT MS. HUGHES UTILIZED EVER PRODUCE 

3 THE CORRECT FIGURE? 

4 

5 

6 

7 

8 

9 

A. This formula produces the same answer as the correct formula only for brand new investments, 

where the age equals zero.*' However, for all investments where age is not q u a l  to zero, the 

formula 41s. Hughes utilized will not produce the correct "percent condition." -4s can be seen 

from Schedules WDA-11 and WDA-13 , all or virtually all investments have an age other than 

"zero." If Ms. Hughes, in rebuttal, says that her formula is correct for "new investments," or 

"assuming age equals zero", that is a clear indication that she is avoiding addressing the area 

10 

11 

12 

13 THE PERCENT CONDITION? 

14 A. Yes. Schedule WDA-13 shows the correction of RCNLD for the Circuit Digital account with the 

15 

16 

17 

where the USWC error exists. 

Q. HAVE YOC CORRECTED THESE THREE ERRORS IN THE USWC CALCULATION OF 

"percent condition" calculafion corrected. For example, the 1980 vintage I previously discussed 

is already 19.5 years old, and has an average remaining life of 4.52 years. It has an 18.82%21 

condition, not the 50.2% condition that Ms. Hughes improperly calculated. 

18 

19 The "age" I used is the correct age. The age I used is also the same age shown in the USWC 

20 generation arrangement for this Account, as can be seen by comparing Schedule WDA- 13 to 

'O When the age equals zero, age would have had a zero value in the correct calculation. Therefore, removing age 
does not change the answer when the age equals zero. However, removing age from the calculation will produce an 
error if age has a value of anything other than zero. 
l' $4.52.(SJ.52 - 19.5) = 18.82%. 
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7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

I 23 

I 

~ 

~ 

Schedule WDA-11. (For example, for the 1992 vintage the age I used and the "generation 

arrangement" age are both 7.5 years.) 

The remaining life I used is the ELG remaining life. The remaining life figures I used are also 

the same remaining life figures that USWC used in its generation arrangement. as can be seen by 

companr,g Column G of my Schedule WDA-13, to Column E of USWC's generation 

arrangenent shown on Schedule WDA- 1 1. (For example, for the 1992 vintage, the average 

remaining life figure I used was 5.24 years, which is the same average remaining life shown in 

US WC's generation arrangement.) 

In my correct calculations shown on Schedules WDA-13 and 14, I have used the formulas which 

Ms. Hughes has acknowledged are the correct formulas. These correct formulas are used in 

Columns H and I of Schedule WDA-13. Applying these correct formulas result in the correct 

probable service life. The fact that the service lives I have used are appropriate can be verified 

by the fact that the service lives 1 used are the same as the service lives shown in the USWC 

generation arrangement, as can be seen by comparing Column H of Schedule WDA-13 to 

column F of USWC's generation arrangement shown on Schedule WDA-11. For example, for 

the 1992 vintage, the probable service life I used in Column H is 12.74 years, which is exactly 

the same service life figure which appears on USWC's generation arrangement. 

The corrected percent codition for each account is shown on Schedule WDX-14.22 The 

"reconstruction cost new less depreciation" with the correctly calculated percent condition is 

$2,548,455,457 as compared to the $3,487,682,001 figure Ms. Hughes Calculated. When the 
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1 

2 

3 

3 

5 

6 Q. 
7 

8 

9 A. 

10 

11 

12 

13 

14 

15 

intrastate separations factor is applied to the difference between these two figures, and the 50% 

"reconsnuction cost new less depreciation" weighting that is used in "fair value" is applied, the 

correction to the "fair value" rate base, is a reduction of $339,520,000, as is shown on Schedule 

WDA-15. 

ARE T F E E  ,Qii EVENTS IN THE DEPRECIATION PROCEEDING THAT HAVE 

RESULTED IS THE PERCENT CONDITION BEING LOWER THAN IT WOULD 

NORM-kLLY BE? 

Yes. In the depreciation proceedings, the Commission greatly shortened the projection lives. 

For example, for the largest account, Buried Cable-Metallic, the Commission approved a 12 year 

projection life, which compares to the 24 year projection life that had previously been in effect. 

In no other USWC state, has the state commission approved a projection life lower than 20 years 

for this account. It is expected that much of the investment that currently exists in Arizona will 

be retired in the near future. This results in very short remaining lives. Since the percent 

condition is a relationship between the remaining lives and total lives, the fact that the remaining 

16 lives are short means the percent condition is lower than it otherwise would have been. In other 

17 words, an investment that does not have much of its life left has a low percent condition, and that 

18 

19 

is generally the circumstance in Arizona at the present time. 

20 

21 

Q. OTHER THAN ADDRESSING THE "PERCENT CONDITION" CALCULATION, ARE YOU 

ADDRESSING ANY OTHER PORTION OF THE RECONSTRUCTION COST NEW OR 

a- 33 FAIR V-ILUE CALCULATION? 

77 -- This Schedule IS otherwise smiiar to Table 2, page 8 of Ms. Hughes Supplemental Exhibit. 
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- 3 

3 

4 

5 Q. WHAY 30 Y 9 U  RECOMMEND ON THIS ISSUE? 

A. No. T'e purpose of this portion of my testimony is only to address the calculation of the 

"percez: condition", and the impact of correcting that. Other than in calculating the "percent 

conditicn". I have used the same values that USWC used for all portions of this cal~ulation.."~~ 

6 A. I recor-zxna that the fair value rate base as calculated by USWC be reduced in the amount of 

7 $339,5''2.30(3. to correct the errors in the "percent condition" calculation as performed by 

8 USWC. 

9 Q. DOES T H I S  CONCLUDE THIS TESTIMONY? 

10 A. Yes. 

c 

'' Use o f 5 e  other USWC values for this caiculahon does mt unply approval or agreement, but smply reflects the 
fact that zbose values other than "percent condition" are outside of the scope I am addressing. 
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Appendix A 

William Dunkel. Consultant 
8625 Farmington Cemetery Road 
Pleasant Plains, Illinois 62677 

Qualificacions 

William Dunkel is a consulting engineer specializing in telecommunication regulatory 
proceeding. He has participated in over 130 state telephone regulatory proceedings as listed 
attached hereto. 

Mr. Dunkel has provided cost analysis, rate design, jurisdictional separations. depreciation, 
expert testimony and other related services to state agencies throughout the country in numerous 
telecommunication state proceedings. 

Mr. Dunkel made a presentation pertaining to Video Dial Tone at the NASUCA 1993 Mid-Year 
Meeting held in St. Louis. 

In addition, MI-. Dunkel also made a presentation to the NARUC Subcommittee on Economics 
and Finance at the NARUC Summer Meetings held in July, 1992. That presentation was entitled 
"The Reason the Industry Wants to Eliminate Cost Based Regulation--Telecommunications is a 
Declining Cost Industry." 

William Dunkel and Associates provides services almost exclusively to public agencies, 
including the Public Utilities Commission, the Public Counsel, or the State Department of 
Administration in various states. 

.- 

In April. 1974, Mr. Dunkel was employed by the Illinois Commerce Commission in the Electric 
Section as a Utility Engineer. In November of 1975, he transfened to the Telephone Section of 
the Illinois Commerce Commission and from that time until July, 1980, he participated in 
essentially all telephone rate cases and other telephone rate matters that were set for hearing in 
the State of Illinois. During that period, he testified as an expert witness in numerous rate design 
cases and tariff filings in the areas of rate design, cost studies and separations. During the period 
1975-1 980, he was the Separations and Settlements expert for the Staff of the Illinois Commerce 
Commission. 

From July. 1977 until July, 1980, he was a Staff member of the FCC-State Joint Board on 
Separations, concerning the "Impact of Customer Provision of Terminal Equipment on 
Jurisdictional Separations" in FCC Docket No. 20981 on behalf of the Illinois Commerce 
Commission. The FCC-State Joint Board is the national board which specifies the rules for 
separations in the telephone industry. 

Mr. Dunkel has taken the AT&T separations school which is normally provided to the AT&T 
personnel. 

~ 

I 
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Appendix A 

hlr. Dunkel has taken the General Telephone separations school which is normally provided for 
training of the General Telephone Company personnel in separations. 

Since July, 1980 he has been regularly employed as an independent consultant in telephone rate 
proceedings across the nation. m 

He has testified before the Illinois House of Representatives Subcommittee OK Communications, 
as well as participating in numerous other schools and conferences pertaining to the utility 
industry. 

Prior to emp1o)rnent at the Illinois Commerce Commission, Mr. Dunkel was 2 design engineer 
for S a n g m o  Electric Company designing electric watt-hour meters used in &e electric utiiity 
industry. He was granted patent No. 3822400 for a solid state meter pulse initiator. 

Mr. Dunkel graduated from the University of Illinois in February, 1970 with a Bachelor's of 
Science Degree in Engineering Physics with emphasis on economics and other business-related 
subjects. He has taken several post-graduate courses since graduation. 
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Appendix A 

I RELEVANT WORK EXPERIENCE OF 

I WILLIAM DUNKEL 

ARIZONA 
U.S. West Communications 

General rate case 
Depreciation case 

.W.KANSAS 
- Southwestern Bell Telephone Company 

Cost of Service Study 
Docket No. E-1 05 1-93-1 83 
Docket No. T-0 105 18-97-0689 

Docket No. 83-045-U 

CALIFORNIA 
(on behalf of the California Cable Television Association) 

- General Telephone of California 1.87-1 1-033 
- Pacific Bell 

Fiber Beyond the Feeder Pre-Approval Requirement 

COLORADO a. 
- -Mountain Bell Telephone Company 

General Rate Case 
Call Trace Case 
Caller ID Case 
General Rate Case 
Local Calling Area Case 
General Rate Case 
General Rate Case 
General Rate Case 
General Rate Case 
Measured Services Case 

Cost Allocation Methods Case 
- Independent Telephone Companies 

DELAWARE 

Docket No. 96A-2 18T et al. 
Docket No. 92s-040T 
Docket No. 91A-462T 
Docket No. 90s-544T 
Docket No. 1766 
Docket No. 1720 
Docket No. 1700 
Docket No. 1655 
Docket No. 1575 
Docket No. 1620 

Docket No. 89R-608T 

- Diamond State Telephone Company 
General Rate Case PSC Docket No. 82-32 
General Rate Case 
Report on Small Centrex 
General Rate Case 
Centrex Cost Proceeding 

PSC Docket No. 84-33 
PSC Docket No. 85-32T 
PSC Docket No. 86-20 
PSC Docket No. 86-34 

~ 
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FLORIDA 

GEORGIA 

HAWAII 
- 

ILLINOIS 
- 

- 

- 
- 

Depreciation issues 

DISTRICT OF COLLXBIA 
CAP Telephone Company of D.C. 

SzilSouth, GTE, and Sprint 
Fair and reasonable rates 

5 Zuthern Bell Telephone & Telegraph Co. 
General Rate Proceeding 
General Rate Proceeding 
General Rate Proceeding 
General Rate Proceeding 

GTE Hawaiian Telephone Company 
Depreciatiodseparations issues 
Resale case 

Cmtral Telephone Company 
(S taunton merger) 

General Telephone & Electronics Co. 
Usage sensitive service case 
General rate case (on behalf of CUB) 
(Usage sensitive rates) 
(Data Service) 
(Certificate) 
(Certificate) 

General Telephone Co. 
Illinois Bell Telephone Company 

Area code split case 
General Rate Case 
(Centrex filing) 
General Rate Proceeding 
(Call Lamp Indicator) 
(Com Key 1434) 
(Card dialers) 
(Concentration Identifier) 
(Voice of the People) 
(General rate increase) 
(Dimension) 

Appendix A 

Formal Case No. 926 

Undocketed Special Project 

Docket No. 323 I -E 
Docket No. 3465-C 
Docket No. 3286-U 
Docket No. 3393-U 

Docket No. 94-0298 
Docket No. 7702 

Docket No. 78-0595 

Docket Nos. 98-0200/98-0537 
Docket No. 93-0301 
Docket No, 79-0141 
Docket No. 79-03 10 
Docket No. 79-0499 
Docket No. 79-0500 
Docket No. 80-0389 

Docket NG. 94-03 15 
Docket No. 83-0005 
Docket No. 84-01 1 1 
Docket No. 81-0478 
Docket No. 77-0755 
Docket No. 77-0756 
Docket No. 77-0757 
Docket No. 78-0005 
Docket No. 78-0028 
Docket No. 78-0034 
Docket No. 78-0086 
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ILLINOIS (CONT.) 

- 
- 

INDIANA 

IOWA 
- 

KANSAS 
- 

I MAINE 

(Customer controlled Centrex) 

(Ill. Consolidated Lease) 
(EAS Inquiry) 
(Dispute with GTE) 
(WUI vs. Continental Tel.) 
(Carle Clinic) 
(Private line rates) 
(Toll data) 
(Dataphone) 
(Corn Key 71 8) 
(Complaint - switchboard) 
(Porta printer) 
(General rate case) 
(Certificate) 
(General rate case) 
(Other minor proceedings) 

(TAS) 

Home Telephone Company 
Northwestern Telephone Company 

Local and EAS rates 
EAS 

- Public Service of Indiana (PSI) 

Indianapolis Power and Light Company 
Depreciation issues 

Depreciation issues 
- 

U S West Communications, Inc. 
Local Exchange Competition 
Local Network Interconnection 
General Rate Case 

Southwestern Bell Telephone Company 
Commission Investigation of the KUSF 

Kew England Telephone Company 
General rate proceeding 

Docket No. 78-0243 
Docket No. 78-003 1 
Docket No. 78-0473 
Docket No. 78-053 1 
Docket No. 78-0576 
Docket No. 79-0041 
Docket No. 79-0132 
Docket No. 79-0143 
Docket No. 79-0234 
Docket No. 79-0237 
Docket No. 79-0265 
Docket No. 79-0380 
Docket No. 79-0381 
Docket No. 79-0438 
Docket No. 79-0501 
Docket No. 80-0010 
Docket No. various 
Docket No. 80-0220 

Docket No. 79-0142 
Docket No. 79-05 19 

Cause No. 39584 

Cause No. 39938 

Docket No. RMU-95-5 

Docket No. RPU-95-11 
Docket NO. RPU-95-10 

Appendix A 

Docket No. 98-SWT-677-GIT 

Docket No. 92-130 

5 



Appendix A 
MARYLAND 

Chesapeake and Potomac Telephone Company 
General rate proceeding Docket No. 7851 

Cost Allocation Manual Case 
Cost Allocation Issues Case 

Case No. 8333 
Case No. 8462 

MINNESOTA 
- Access charge (all companies) Docket No. P-321 'CI-83-203 

U. S. West Communications, Inc. (Northwestern Bell Telephone Co.) 
CentrexKentron proceeding 
General rate proceeding 

Docket No. P-42 1 9 1 -EiM- 1002 
Docket No. P-32 I 34-80-306 

Centrex Dockets MPUC NO. P-42134-83-466 
MPUC NO. P-421 M-84-24 
MPUC NO. P-421 M-84-25 
MPUC NO. P-42 ll'M-84-26 
MPUC NO. P-421/GR-80-911 
MPUC NO. P-42 1/GR-82-203 

General rate proceeding 
General rate proceeding 
General rate case MPUC No. P-421/GR-83-600 
WATS investigation MPUC NO. P-421/CI-84-454 
Access charge case MPUC NO. P-42 1 lCI-85-352 
Access charge case MPUC NO. P-42 1 /M-86-53 
Toll Compensation case MPUC NO. P-999/CI-85-582 
Private Line proceeding 

Intrastate Interexchange Docket No. P-442,M-87-54 

Docket No. P-421/M-86-508 
- XT&T 

MISSISSIPPI 
- South Central Bell 

MISSOURI 
- 

- 

- 

General rate filing 

southwestern Bell 
General rate proceeding 
General rate proceeding 
General rate proceeding 

. General rate proceeding 
General rate proceeding 
Alternative Regulation 

Depreciation proceeding 

Extended Area Service 
EMS investigation 

United Telephone Company 

-\I1 companies 

Docket No. U-4415 

TR-79-2 13 
TR-80-256 
TR-82- 199 
TR-86-84 
TC-89-14, et al. 
TC-93-224/TO-93- 192 

TR-93-181 

TO-86-8 
TO-87-131 
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NEW JERSE\- 
Appendix A 

Yew Jersey Bell Telephone Company 
General rate proceeding 
General rate proceeding 

Phase I - General rate case 

General rate case 

Division of rzgulated 
from competitive services 

Customer Request Interrupt 

NEW MEXICO 
- U.S. West Communications, Inc. 

E-9 1 1 proceeding 
General rate proceeding 
General rate/depreciation proceeding 

OHIO 
- Ohio Bell Telephone Company 

General rate proceeding 
General rate increase 
General rateYncrease 
Access charges 

General rate proceeding 

General rate proceeding 

- General Telephone of Ohio 

- United Telephone Company 

OKLAHOMA 
- Public Service of Oklahoma 

Depreciation case 

7 

Docket No. 802-1 35 
BPU NO. 815-458 
OAL NO. 3073-81 
BPU NO. 821 1-1030 
OAL NO. PUC 10506-82 
BPU No. 848-856 

BPU No. TO87050398 

Docket No. TT 90060604 

OAL NO. PUCO6250-84 

OAL NO. PUC 08557-87 

Docket No. 92-79-TC 
Docket No. 92-227-TC 
Case No. 3008 

Docket No. 79-1 184-TP-AIR 
Docket No. 81-1433-TP-AIR 
Docket No. 83-300-TP-AIR 
Docket No. 83-464-TP-AIR 

Docket No. 8 1 -383-TP-AIR 

Docket No. 8 1 -627-TP-AIR 

Cause No. 96-0000214 



Appendix A 
P ENNS Y LV A4LXA 

GTE b-orth, Inc. 
Interconnection proceeding Docket No. A-3 10 125F002 

.Alternative Regulation proceeding Docket No. P-009307 15 
Automatic Savings Docket No. R-953409 
Rate Rebalance Docket No. R-00963550 

rxerprise Telephone Company 
General rate proceeding 

InterLATA Toll Service Invest. 

Local Calling Area Case 

- 3211 Telephone Company of Pennsylvania 

- 
Docket No. R-9223 17 

Docket No. 1-9 100 10 

Docket No. C-9028 15 

-. 
' 1-L .=ompanies 

GTE Yorth and United Telephone Company 

SOUTH DAKOTA 
- Sonhwestern Bell Telephone Company 

General rate proceeding Docket No. F-3375 

TENNESSEE 
(on behalf of Time Warner Communications) 
.. BellSouth Telephone Company 

Avoidable costs case Docket No. 96-00067 

UTAH 
- US. West Communications (Mountain Bell Telephone Company) 

General rate case 
General rate case 
800 Services case 
General rate case/ Docket No. 90-049-06'90- incentive 

Docket No. 84-049-01 
Docket No. 88-049-07 
Docket No. 90-049-05 

regulation 049-03 
General rate case 
General rate case 
General rate case 

VIRGIN ISLALDS, U.S. 
- Vir,ain Islands Telephone Company 

General rate case 
General rate case 
General rate case 
General rate case 

8 

Docket No. 92-049-07 
Docket No. 95-049-05 
Docket No. 97-049-08 

Docket No. 264 
Docket No. 277 
Docket No. 314 
Docket No. 3 16 



Appendix A 
VIRGINIA 

- General Telephone Company of the South 
Jurisdictional allocations 
Separations 

WASHINGTOh- 
- US West Communications, Inc. 

Interconnection case 
General rate case 

Ail Companies- 

WISCONSrn 
Wisconsin Bell Telephone Company 

Private line rate proceeding 
General rate proceeding 

Case No. PUC870029 
Case No. PUC950019 

Docket No. UT-960369 
Docket No. UT-950200 
Analyzed the locai calling 
areas in the State 

Docket No. 6720-TR-21 
Docket No. 6720-TR-34 
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SCHEDULE WDA-1 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



0 2 / 1 6 / 0 0  
09:55 AM 
XREF: 03 
PRES: 1991,SF.  32 
PROP: 1997.  SG. a2 

Schedule WDA-2 
Page 1 of 1 

I 

COMPANY: U S WEST 
STATE: ARIZONA 
ACCOUNT: 2123.1  OFFICE EQUIPMENT 
CATEGORY: 2123.1  OFFICE EQUIPMENT 
TAQLE 2-VGIELG 

PROJECTION LIFE TABLE 
A'IEiZAGE SERVICE LIFE AND REMAINING LIFE QY AGE 

PROJECTION L113 T U L E  PARAMETERS AVG LIFE 7 . 0 0  

USING IOWA C57i ' IS :  5 3 . 5  

BEGINNING OF YZAR AMOUNT 
RETIRED _ - - _ _ - - _ _ - - - - - - - -  

AMOUNT DURING YEAR 
AGE IN SERVICE (LIFE GROUP) - - - - -  - - - - - - - - - -  - - - - _ - - - _ _ _ _  
A B 

0 . 0  1 0 0 , 0 0 0  
0.5 98.802 
1 . 5  9 4 , 1 5 1  
2 . 5  8 7 , 1 2 6  
3 . 5  78 .344 
4 . 5  68 .499 
5 .5  5 8 . 8 9 0  
6 .5  49 ,643 
7 . 5  4 0 . 9 6 6  
8 . 5  3 3 . 3 3 0  
9 . 5  25 ,964 

1 1 . 5  1 4 , 7 2 4  
1 2 . 5  1 0 , 5 6 2  
1 3 . 5  7 ,306 
1 4 . 5  4 . 8 5 6  
1 5 . 5  3 , 0 9 4  
1 6 . 5  1 , 8 8 6  
1 7 . 5  1 . 1 0 0  
1 8 . 5  6 1 5  
1 9 . 5  3 3 0  
2 0 . 5  170 
2 1 . 5  8 2  
2 2 . 5  3 7  
2 3 . 5  1 4  
24 . 5  5 

1 0 . 5  19, as1 

TOTAL 

C=Q-next B 

1 . 1 9 8  
4 , 6 5 1  
7 ,025 
8 ,882 
9 , 7 4 5  
9 ,609 
9 .247 
8.677 
7 , 9 3 6  
7 . 0 6 6  
6 ,113 
5 , 1 2 7  
4 .162 
3 .256 
2 , 4 4 9  
1.762 
1 , 2 0 8  

7 8 6  
4 8 5  
284 
1 6 0  

88 
45  
23 

9 
4 

99 ,999 

AGE OF 
AMGUNT 
RETIRED 

D 

0 . 5  
1 . 0  
2 .0  
3 . 0  
4 . 0  
5 .0  
6 . 0  
7 . 0  
8 .0  
9 . 0  

1 0 . 0  
11.0 
1 2 . 0  
1 3 . 0  
1 4 . 0  
1 5 . 0  
1 6 . 0  
1 7 . 0  
1 8 . 0  
1 9 . 0  
2 0 . 0  
2 1 . 0  
22.0 
2 3 . 0  
2 4 . 0  
25 .0  

- - - - - - - 

ANNUAL ACCRUALS- 
FOR BOY AGE A ELG ELG 

AVG. AVG. VG 
EACH FOR ALL SER REMAXN VXNT 
LIFE REMAINING VICE ING REMAIN 

GROUP GROUPS LIFE LIFE LIFE 

- - _ _ _ _ _ _ _ - _ _ _ _ _ _ _  

- - - - -  _ - - - - - - -  - - - - _  - - - - -  - _ _ - -  
E=C/D 

2,396 
4,651 
3 ,513 
2 ,961 
2 ,436 
1,922 
1 , 5 4 1  
1 ,240 

992 
785 
6 1 1  
466 
347 
250 
175 
117 

75 
46 
27 
15 

8 
4 
2 
1 
0 
0 

Ff G=B/F 

24,583 4.07 
22,187 4.45 
17,536 5.37 
14,023 6 . 2 1  
11,063 7.07 

8,626 7.94 
6,704 8.78 
5,163 9 . 6 1  
3,924 10 .44  
2,932 11.27 
2,147 12 .10  
1,535 12.93 
1,069 1 3 . 7 7  

722 14.62 
472 15 .48  
297 16 .35  
180 17 .24  
104 18.14 

58 19.05 
3 1  19 .96  
16  20.88 

8 21.77 
4 22.66 
2 23.52 
1 24.40 
0 25.19 

H-G-A I# 

4.07  7 . 0 0  
3 .95  6 .58  
3 . 8 7  5 . 8 8  
3 . 7 1  5 .32  
3 . 5 7  4 . 8 7  
3 . 4 4  4 . 4 9  
3.28 4.14 
3 . 1 1  3 . 8 2  
2 . 9 4  3 . 5 2  
2.77 3 . 2 4  
2.60 2 . 9 9  
2 .43  2 . 7 6  
2 . 2 7  2.54 
2 .12  2 . 3 5  
1 . 9 8  2 . 1 7  
1.85 2 . 0 1  
1 .74  1 . 8 7  
1.64 1 . 7 5  
1 . 5 5  1.64 
1 . 4 6  1 . 5 4  
1 . 3 8  1.44 
1 . 2 7  1 . 3 2  
1.16 1 . 2 0  
1 . 0 2  1 . 0 5  
0.90 0 .92  
0 .69  0 . 7 0  

F(AGE A)  = SUM OF COL E AGE A TO END 
# I i 0.5 + ( (SUM OF COL B FROM AGE A+l THROUGH END)/(COL B AT AGE A ) )  



Schedule WDA-3 
Page 1 of 1 

Arizona 
Docket No. T-10518-99-iO5 
WDA 2 3 - 0 0 5 S 1  

INTEP,-E:JOR: Arizona Corporation Commission Staff (Dunkel) 

REQUEST NC : 0 0 5 S 1  

A. ;lease provide U S WEST'S plans to use the money from the increase in 
deprec:s:ion annual accruals approved in Docket No. T-010513-97-0689 to 
updatt rhe cxrrent infrastructure in Arizona. If available, this plan should 
detail :he wirecenters that are being updated and the average age of the 
plant 5einq replaced.  

B. The dollar amount of investment to be retired in each depreciable 
accouiit should be separately provided for' each year in the plan. 

RESPONSE : 

U S WEST objects to Data Request WDA 23-005  on the grounds that it is not 
reasoriAly calculated to lead to the discovery of admissible evidence. 
data request concerns U S WEST'S depreciation rates, a matter that has 
alreacy been decided by the Commission. 

U S WEST Law Department 
1801 California Street 
Denver, CO 80202 

This 

I 

Supplemental Response 07/10/00: 
U S WEST has not received monies from the increase in depreciation annual 
accurals approved in Docket No. T-01051B-97-0689. 

Qwest Law Department 
1801 California St. 
Denver, CO 80202  



BEFORE THE 

ARIZONA CORPORATION COMMISSION on Commission 
ETED 

~ A l l G  0 9 2000 

IN THE MATTER OF THE APPLICATION 
OF US WEST COMMUNICATIONS, INC. A ) 
COLORADO CORPORATION, FOR A ) 
HEARING TO DETERMINE THE EARNINGS ) DOCKET NO. T-01051B-99-0105 
OF THE COMPANY FOR RATEMAKING 
PURPOSES, TO FIX A JUST AND 
REASONABLE RATE OF RETURN THEREON ) 
AND TO APPROVE RATE SCHEDULES 1 

DIRECT TESTIMONY AND SCHEDULES 

ON RATE DESIGN ISSUES 

OF 

WILLIAM DUNKEL 

ON BEHALF OF 

THE STAFF OF THE ARIZONA CORPORATION COMMISSION 

AUGUST, 2000 

NOTICE: INFORMATION CLAIMED TO BE PROPRIETARY BY USWC HAS BEEN 
DELETED FROM THIS TESTIMONY. THROUGHOUT THIS TESTIMONY, 
PROPRIETARY INFORMATION IS DESIGNATED AS FOLLOWS: 
**PROPRIETARY** 
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1 I. INTRODUCTION 

2 

3 Q. PLEASE STATE YOUR NAME AND YOUR BUSINESS ADDRESS. 

4 A. My name is William Dunkel. My business address is 8625 Farmington Cemetery Road, 

5 Pleasant Plains, Illinois 62677. 

6 

7 Q. ARE YOU THE SAME WILLIAM DUNKEL WHO IS FILING TESTIMONY AND 

8 

9 

SCHEDULES ADDRESSING CERTAIN MODERNIZATIONy DEPRECIATION, 

AND RECONSTRUCTION COST NEW LESS DEPRECIATION (RCNLD) ISSUES 

10 IN THIS SAME PROCEEDING? 

11 A. Yes. My qualifications are included in that testimony. 

12 

13 Q. CAN YOU PLEASE SUMMARIZE YOUR TESTIMONY? 

14 A. Yes. Below is a summary of my testimony. 

15 1. 
16 
17 
18 
19 
20 
21 
22 
23 2. 
24 

I 25 

I 26 
27 
28 
29 3. 
30 
31 
32 

I 

When utilities face competition in limited areas, they will attempt to charge very 
low rates in the competitive areas, while charging much higher rates in other 
areas. It is this discriminatory pattern of rates in response to competition, that was 
the original reason the regulation of utilities began. This rate pattern is a natural 
reaction by a utility to competition in limited areas or for limited services. This 
pricing pattern is in the Company’s interest, but it is anti-competitive, 
discriminatory, and not in the public interest. 

Through its “competitive zone” proposal in this proceeding, USWC is attempting 
to implement the same type of pricing strategies that originally prompted the 
regulation of the railroad industry over a century ago. USWC should not be 
allowed to freely price discriminate and to use that freedom to impede the 
emerging competition. 

Allowing USWC to price lower where there is competition while pricing higher 
where there is not competition would effectively load a higher share of the joint 
and common costs onto the monopoly ratepayers, while loading a lower share of 
those joint and common costs onto the prices of competitive services. This is 
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4. 

5 .  

6. 

7. 

8. 

9. 

10. 

contrary to the requirements of Section 254(k), which specifically prohibits this 
type of price discrimination. 

USWC's proposal to automatically classify any new service offerings as 
competitive should be rejected. To be deemed truly competitive, new services 
should have to pass the same competitive test that other services must pass. In 
addition, if a "new" service includes a service that is currently not classified as 
competitive, that "new" service clearly cannot be classified as competitive. 

I recommend that the Commission deny the US WC "competitive zone" proposal. 
I recommend that whatever regulatory structure is adopted, include a requirement 
that prices in different geographic areas may not vary by an amount that is greater 
than the variation that is justified by any variation in the cost of providing service. 
If the regulatory structure allows price flexibility or "revenue neutral" 
restructuring, any such restructure may not increase the rate differential between 
geographic areas that is incorporated in the specifically approved ACC rates, 
without specific Commission approval. 

USWC's "competitive zone" proposal is not supported by the evidence that the 
Commission rules require it to provide to show a service or area is competitive. 
Many of the services in many areas that USWC considers to be competitive will 
not meet the requirements of the Commission rule, and are not competitive by 
standard criteria. 

The wire centers that USWC proposes be immediately classified as "competitive 
zones" for business services are the wire centers that serve ** ** of USWC's 
total business access lines, and produce ** 
revenue in the State of Arizona. The residential "competitive" zones that USWC 
proposes be immediately established cover over ** 
lines in service in Arizona. 

** of USWC's total business 

** of USWC's residential 

Under USWC's "competitive zone" proposal, USWC could increase its rates as 
much as it wanted to, up to double the current rates, and up to $19.00 for 
Residential Basic Exchange Service. Even in areas where it has significant 
monopoly power, the approval of this concept would allow the Company to as 
much as double most of its current rates. 

The data that USWC has provided in this proceeding indicates that fewer than 
** ** of the residential lines in service have been ported in the 23 wire 
centers that US WC proposes be immediately established as residential 
"competitive zones". 

The data USWC provided shows that USWC has "lost" only about ** ** of the 
business lines, and is serving ** ** of the business lines, even within the 49 
wire centers that US WC proposes be immediately established as "competitive 
zones". 
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12. 

13. 

14. 

15. 

16. 

17. 

18. 

Under unbundled network element competition, the underlying facilities used to 
provide the services are still owned and operated by USWC, and the competitors 
merely rent the facilities owned by USWC. Therefore, competition using 
unbundled loops, to the small extent that it even exists in Arizona is not really 
effective competition to USWC. 

The level of resale competition in Arizona does not put pressure on USWC’s 
retail rates. USWC’s wholesale rate is USWC’s retail rate less a certain percent 
for avoided costs. Therefore, US WC’s wholesale rates are automatically adjusted 
to reflect any changes in the retail rates. 

Resale competition is actually only competition for the marketing and 
billing/collection for a service. Under resale competition, competitors are merely 
reselling the services that are provided by USWC. The actual service is provided 
by USWC using the facilities that are owned and operated by USWC. 

Wireless and cellular service are not a practical alternative to USWC’s residential 
basic exchange service. USWC’s 1FR Residential Basic Exchange rate is $13.18. 
A wireless rate plan with the comparable number of usage minutes would cost 
about $49.99 per month. 

Despite the fact that wireless service has been around for many years now, USWC 
continues to serve an ever-increasing number of access lines in Arizona. 
USWC’s own forecast projections show that its lines in service will continue to 
grow in the future. 

The standard definition of TSLRIC dictates that any costs that would not be 
eliminated if the service in question is eliminated or discontinues, while 
continuing to provide all other services, is not properly included in the definition 
of TSLRIC. The loop facilities would not be eliminated if basic exchange service 
was discontinued, while all other services were still being offered. Therefore, the 
loop cost is not part of the properly calculated TSLRIC using the standard 
definition of TSLRIC. 

USWC’s claims that residential basic exchange service is priced below cost, is 
being subsidized, or is in need of support, are all based upon residential basic 
exchange service TSLRIC costs that improperly include 100% of the loop facility 
costs, in spite of the fact that basic exchange service is only one of the services 
that shares the loop facility. Therefore, USWC’s claimed TSLRIC costs of basic 
exchange service are in direct violation of standard TSLRIC costing principles. 

USWC places other shared costs, such as the cost of the standard sized envelope 
and first unit of postage used to send that bill, entirely in the TSLRIC of basic 
exchange service. Despite the fact that the first unit of postage and the billing 
envelope are costs of billing services other than basic exchange service (e.g. toll, 
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19. 

20. 

21. 

22. 

23. 

24. 

vertical services, etc.,), USWC improperly places 100% of these shared costs in 
its claimed TSLRIC of basic exchange service. USWC includes none of the 
standard envelope or first unit of postage cost in its TSLRIC of toll services, or 
other non-basic services. 

US WC's violation of the TSLRIC definition was "selective." Although US WC 
violated the definition of TSLRIC for residential basic exchange service, USWC 
did not make that violation when it calculated its claimed TSLRIC costs of toll 
and switched access services. When calculating the TSLRIC of toll and switched 
access services, USWC properly excluded the loop costs, since the loop costs 
would not be avoided if one of these services were discontinued while holding all 
other products or services offered by the firm constant. 

The properly calculated TSLRIC of residential basic exchange service is 
** 
the TSLRIC is generally accepted as being the "floor" for a proper price. 
TSLRIC is also the standard for determining whether a service is receiving a 
subsidy. As USWC admitted in this proceeding, a service is not receiving a 
subsidy if that service is priced equal to or above its properly calculated TSLRIC. 

** per month for USWC. Determining the TSLRIC is important because 

The result of this selective violation of the TSLFUC definition by USWC is to 
distort beyond recognition the actual contributions from each of the different 
services. When the TSLRIC costs are properly and consistently calculated across 
all services, it is found that residential basic exchange services provides the most 
per-line contribution above TSLRIC of any service that shares the residential loop 
facilities. 

The current residential basic exchange service rates alone provide an average of 
** ** per line, per month.in contribution above TSLRIC toward the shared, 
joint and common costs of USWC in Arizona. This is more contribution above 
TSLFUC than any other service which shares the residential loop facilities. 

Residential basic exchange service alone provides approximately * * ** 
the per-line contribution that US WC's intrastate switched access provides, and 
over ** 
provide toward the shared, joint and common costs of USWC in Arizona. 

** the per-line contribution that USWC's intrastate toll services 

The unbundled loop rate that the Commission approved for USWC is $21.98. 
Under the FCC's Part 36 Separations requirements, 25% of the loop costs are 
allocated to the interstate jurisdiction and recovered in interstate rates. Therefore, 
the intrastate portion of the loop rate is $16.49 per month. The contribution above 
TSLRIC provided by residential local services alone (including charges for basic 
exchange service and vertical services) is ** 
Therefore, the contribution from residential local services alone covers over 
** 
has established for USWC in Arizona. 

** per line, per-month. 

** of the intrastate portion of the unbundled loop rate the Commission 
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A. 

In addition to local contributions, residential basic exchange subscribers pay an 
additional * * 
of primary and additional line EUCL rate) that residential end users also must pay 
in order to obtain basic exchange service. 

** per line, per month for the interstate EUCL charge (average 

Residential basic exchange service is currently contributing more toward the 
recovery of the joint, shared and common costs of providing telecommunications 
services in Arizona than is toll, switched access, or even vertical services. 

USWC's inclusion of 100% of the loop cost on residential basic exchange service 
(while placing none of it on the other services that share the loop facilities) 
violates the requirements and findings of the TA96, the FCC, the Supreme Court, 
and the Commissions in the vast majority of other states. 

Under the FCC's Separations Rules, 25% of the loop facility costs are allocated to 
the interstate jurisdiction, and are recovered in interstate rates. Therefore, if rates 
were to be based upon USWC's cost study that includes 100% of the loop facility 
costs in its claimed cost of intrastate services, those rates would result in a double- 
recovery of the interstate portion of the loop facility costs. 

The Staff proposed rates are just and reasonable, and are in the public interest. 
Staffs proposed rates balance the numerous criteria that must be considered when 
establishing telephone service rates. Staff recommends the rates shown on 
Schedule WDA-20 be adopted. 

11. USWC'S COMPETITIVE ZONE PROPSAL 

IT IS IN A UTILITIES' FINANCIAL INTEREST TO IMPROPERLY ~ ~~~~ 

PRICE DISCRIMINATE WHEN FACED WITH COMPETITION IN A 
LIMITED AREA 

33 Q. WHAT REACTION IS IN A UTILITY'S SELF-INTEREST WHEN IT HAS 

34 

35 AREAS? 

MONOPOLY POWER IN SOME AREAS, BUT FACES COMPETITION IN OTHER 

36 A. In such a circumstance, it is in a utility's self-interest to charge lower prices where it faces 

37 competition, while charging higher prices where it has monopoly power. In fact, the 
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utilities' reaction to such a situation is one of the factors that gave rise to the regulation of 

utilities.' For example, in the old days before railroads were regulated: 

Customers shipping goods from Chicago to New York always pick the route that 
offers even a few pennies saving. Thus, each of the three or four trunk lines 
would intermittently undercut the existing rate schedules, until finally a 
disastrously low level of rates was reached. At the same time, for short hauls 
where shippers had no alternative, the railroads would jack up the rates, thus 
creating an anomalous, discriminatory pattern of charges. We have seen that the 
Interstate Commerce Commission was established in 1887 to regulate railroad 
rates and earnings and prevent such unstable price conditiom2 

As the above quotation indicates, one of the reason utility rates are regulated is because 

when faced with competition in some areas, the utilities will charge low rates where they 

have competition, but higher rates where they have little or no competition. This 

improper discrimination is a natural "self-interest" reaction by a utility to competition in 

limited areas or for limited services. 

Discriminating based upon the level of competition is in the utilities' self-interest, but it 

is not in the public interest. The prevention of this type of undue price discrimination is 

one of the reasons that utilities are regulated, either by traditional regulation or by 

alternative regulation. 

Q. WHY IS DISFUMINATION BASED UPON THE LEVEL OF COMPETITION FOR A 

REGULATED MONOPOLY IMPROPER? 

A. If this is allowed, it has two adverse effects:. (1) It discourages the growth of 

competition, and (2) it allows the extraction of monopoly profits where the company has 

' These concepts generally apply to both "traditional" regulation as well as alternative regulation. 
'Page 499, Economics, An Introductory Analysis by Paul A. Samuelson. 
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m nopoly power. Both of these effects are in the company interest, but not in the public 

interest. For example, assume two areas are identical except that there is competition in 

one area and not in the other. If a company charges $20 per month for a particular 

service in the non-competitive area, but charges $10 per month for that same service in a 

competitive area, that is improper. If $10 per month is the fair rate where competition 

exists, there is no valid reason for the rate to be higher in the other areas where 

competition does not exist. In fact, one of the standard goals of regulation is to establish 

rates for monopoly services that are similar to the rates that would exist if competition 

existed. Allowing such discriminatory pricing clearly violates that concept. In addition, 

this type of pricing discourages competition. Companies, including the competitors, have 

joint and common costs that must be recovered in addition to their incremental or direct 

costs. Therefore, for a company to be profitable, it must be able to price its services not 

only to cover its ''direct" (incremental) costs, but to cover its common costs as well. 

Assume, for example, that a company must price a service at $15 in order to recover both 

its incremental and its joint and common costs. In the above example, the LEC would be 

recovering its common costs, because it is recovering more than a reasonable share of the 

common costs from the monopoly customers, while failing to recover a reasonable share 

of the common costs from the customers in the competitive areas. However, the 

competitor must also recover a total of $15 per service, but they cannot do so in the 

competitive areas, because they are facing a low "competitive" LEC price of $1 0. 

Therefore, the competitors lose money, and that discourages other competitors. 
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It should be noted that the high "monopoly" rate of $20 in this example will not attract 

competitors, because the competitors by experience will know that the utility would 

reduce the rate in that area to a low "competitive" rate if the competitor started doing 

4 

5 

6 

7 

8 

9 Q. DOES USWC PROPOSE TO IMPROPERLY PRICE DISRIMINATE IN THIS 

business in that area. Therefore, if the LEC was charging the ttnon-competitivett $20 rate, 

as soon as the competitor started doing business, the LEC would cut the rate to the 

"competitive" $10 rate in this example. Therefore, the competitors would soon learn that 

the profitable rates would not be available for them to compete against. 
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24 

PROCEEDING? 

A. Yes. USWC has proposed a "competitive zone" proposal in which a significant portion 

of USWC customers would be deemed to be in competitive zones. USWC could 

establish rates and charges without Commission approval, within very broad maximum 

and minimum levels. 
I 

In his testimony, Mr. Teitzel states the following: 

Offerings and prices may vary between competitive zones. With this flexibility, 
U S WEST will be able to effectively respond to customer and market demands in 
the areas subject to c~mpetition.~ 

In short, USWC's competitive zone proposal would give USWC the freedom to 

improperly discriminate based upon the level of competition. This is in USWC's interest, 

but is not in the public interest, and should be rejected. 

3Teitzel Direct, Page 19. 
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3 **? 

4 A. Yes. USWC's own internal study conducted by the U S WEST Consumer Services 

5 Group states: 

6 
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16 

17 Q. CAN YOU GIVE AN EXAMPLE OF HOW USWC COULD USE THE PRICING 

18 FLEXIBILITY BASED UPON THE "MARKET DEMANDS" TO IMPROPERLY 

19 DISCOURAGE COMPETITION WHILE CHARGING MUCH HIGHER RATES IN 

20 AREAS THAT ARE OTHERWISE SIMILAR EXCEPT FOR THE LEVEL OF 

21 COMPETITION? 

22 A. Yes. In limited geographic areas where it offers services, Cox Communications' offers 

23 

Q. DOES USWC'S OWN INTERNAL STUDIES INDICATE THAT ** 

** 

10 * *4 

USWC recognizes that it is in their interest to see that the existing competitors are not 

successful, so as to not encourage additional competitors. Under their proposal, USWC 

would have the price flexibility to discriminatorily price services in limited geographic 

areas so that USWC could help assure that competitors were not successful. 

residential basic exchange service at $1 1.75 per month to its cable subscribers.6 USWC's 

4U S WEST Consumer Services Group, Cox, October 13, 1998, page 4. This study was provided by 
USWC in response to Data Request RUC6-6, Attachment C. 

Cox offers residential basic exchange service at $13.00 per month to customers who are not its cable 
subscribers. (Teitzel Direct, Exhibit DLT-9) 
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current rate of $13.18 is already over 12% higher than the $1 1.75 rate being offered by 

Cox. USWC's proposed rate for residential basic exchange service of $15.68 is over 33% 

higher than the rate that is currently being offered by COX.' Even USWC's proposed 

residential basic exchange rate of $13.93 for Lifeline service is over 18% higher than the 

$1 1.75 rate that is currently being offered by Cox.' Under the "competitive zone" 

proposal, USWC could choose to underprice the Cox rate in those zones in which Cox 

competes. This would discourage competitors. As will be discussed later, the criteria 

needed to establish a "competitive zone'' does not ensure that competition actually exists. 

In the other so-called "competitive" zones where effective competition does not exist, 

USWC is proposing that it be allowed to charge any residential basic exchange rate it 

wanted to, up to a maximum of $19.00.9 Discriminatory pricing is in USWC's interest, in 

that it would discourage competition and at the same time extract monopoly profits where 

monopoly power exists, but it is not in the public interest. 

Q. WHAT DO YOU RECOMMEND ON THIS ISSUE? 

A. I recommend that the Commission deny the USWC "competitive zone" proposal. I 

recommend that whatever regulatory structure is adopted, include a requirement that 

prices in different geographic areas may not vary by an amount that is greater than the 

variation that is justified by any variation in the cost of providing service. If the , 19 

However, in the wire centers where USWC wants to be granted "pricing flexibility", USWC is asking for 6 

the Commission to allow USWC to raise its residential basic exchange rates up to $19.00 per month. 
'On page 29, line 2 of his Direct Testimony, Mr. Teitzel indicates that USWC's proposed rate for flat rate 
residential basic exchange service is $15.68 per month. ($15.68 - $1 1.75) / $1 1.75 = 33.45%. 

'On page 28 of his Direct, Mr. Teitzel indicates that USWC's proposed flat one party rate for Lifeline is 
$13.93 per month. 

Teitzel Direct, page 18. 

10 



1 regulatory structure allows price flexibility or "revenue neutral" restructuring, any such 

7 

8 

9 

10 

11 

12 

13 

14 

15 
16 
17 
18 
19 
20 
21 

22 

23 

24 

2 restructure may not increase the rate differential between geographic areas that is 

3 incorporated in the specifically approved ACC rates, without specific Commission 

4 approval. 

5 

6 Q. YOU PREVIOUSLY DISCUSSED USWC BEING ABLE TO CHARGE HIGHER 

PRICES IN ZONES THAT HAD BEEN DESIGNATED AS "COMPETITIVE", BUT 

WHERE USWC ACTUALLY DID NOT FACE EFFECTIVE COMPETITION. IS 

THAT POSSIBLE UNDER USWC'S PROPOSAL? 

A. Yes. If a competitor offers even - one residential service in that zone, then all residential 

services are deemed competitive. This means a service could be deemed "competitive" 

even if there is no competitor providing a competitive service in that zone. Likewise, if a 

competitor offers even one business service in that zone, then all business services are 

deemed competitive. As Mr. Teitzel states in his testimony, 

Once an area is designated as a competitive zone, all services offered by U S 
WEST will be afforded the flexibility outlined above.'" (Emphasis added) 

Of course, it is very likely there will be competition for both residence and 
business customers in a certain competitive zone, in which case all of U S 
WEST'S product family will be afforded flexibility.' (Emphasis added) 

In addition, all wholesale services within a competitive zone would be afforded flexibility 

under the USWC proposal. As Dr. Wilcox states in her Direct Testimony: 

___ 

Teitzel Direct, Page 19, lines 20-2 1. 10 

"Teitzel Direct, page 19, lines 34-36. 
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8 
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10 

11 

12 

13 
14 
15 
16 

U S WEST is requesting pricing flexibility for finished wholesale services in all 
of the wire centers listed by Mr. Teitzel as being competitive. Competition for 
both residence and business local exchange service has direct impact on switched 
access, as well as other finished wholesale services. Therefore, U S WEST'S 
proposal is that any wire center that is declared competitive for either residence or 
business services also is declared competitive for finished wholesale.'2 

Under USWC's proposed criteria, all USWC must do is demonstrate that there is some 

company that is at least offering one service that is competing with a USWC service. 

After that, USWC would be granted pricing flexibility on a host of other services, even if 

there is no alternative provider offering those services. 

B. THE SO-CALLED "COMPETITIVE ZONES" HAVE NOT BEEN 
DEMONSTRATED TO BE COMPETITIVE, AND THEY ARE NOT 
COMPETITIVE BY ACCEPTED CRITERIA. 

17 Q. MR. TEITZEL PROPOSES TO CLASSIFY CERTAIN WIRE CENTERS AS 

18 

19 

"COMPETITIVE ZONES". MR. TEITZEL STATES "THE PRESENCE OF 

SIGNIFICANT COMPETITION IN THESE WIRE CENTERS QUALIFIES THEM, 

20 UNDER ARTICLE 11, R-14-2-1108 OF THE COMMISSION RULES, FOR 

21 'COMPETITIVE' CLASSIFICATION."' DOES MR. TEITZEL'S PROPOSAL MEET 

22 

23 COMMISSION'S RULES? 

24 A. No. USWC has not provided evidence that the Commission rules require it to provide to 

25 show a service or area is competitive. Many of the services in many areas that USWC 

THE CRITERIA FOR BEING A COMPETITIVE SERVICE UNDER THE 

'*Wilcox Direct Testimony, page 27, line 15. 

I3Teitzel Direct Testimony, page ii. 

12 



1 

2 

3 

4 

5 
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10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 

31 

32 

I 

~ 

I 

~ 

33 

considers to be competitive will not meet the requirements of the Commission rule, and 

are not competitive by standard criteria. 

Q. WHAT DO THE COMMISSION RULES REQUIRE BE DEMONSTRATED IN 

ORDER TO CLASSIFY A SERVICE AS COMPETITIVE? 

A. Article 1 1, Section R14-2-1108 (B) of the Commission's Rules and Regulations set forth 

a number of pieces of information that must accompany any USWC petition for 

classifying a service or group of services as competitive. The current rules require the 

following minimum information to be provided: 

1. 

2. 

3. 

4. 

5 .  

6. 

A description of the general economic conditions that exist which make 
the relevant market for the service one that is competitive; 

The number of alternative providers of the service; 

The estimated market share held by each alternative provider of the 
service; 

The names and addresses of any alternative providers of the service that 
are also affiliates of the telecommunications company, as defined in R14- 
2-801; 

The ability of alternative providers to make functionally equivalent or 
substitute services readily available at competitive rates, terms, and 
conditions; and 

Other indicators of market power, which may include growth and shifts in 
market share, ease of entry and exit, and any affiliation between and 
among alternative providers of the service(s). 

It is important to note that the current rules require an indication of "market power." This 

is an important requirement. When a company has little market power, customers are 

protected fiom excessive rates, because they can go to alternative suppliers if one 

13 



1 

2 

3 not protected by competition. 

company's rates are excessive. However, when a company has high market power, that 

means there is little price-restraining, effective competition, and therefore, customers are 
~ 

~ 4 

I 5 

6 

7 CENTERS AS "COMPETITIVE ZONES"? 

8 A. No. Under USWC's proposal, the information that the Commission's Rules require 

Q. UNDER THE USWC PROPOSAL, WOULD THIS SAME INFORMATION BE 
I 

REQUIRED TO SUPPORT USWC'S PETITIONS FOR CLASSIFYING WIRE 

9 

10 

11 

12 

13 

14 
15 
16 
17 
18 
19 
20 
21 

22 

23 

24 

25 

I 

~ 

~ 

would not be required to classify a wire center as a "competitive zone." Under USWC's 

proposal, any wire center where any competitor, including a reseller, is offering even one 

service would be eligible to be classified as a competitive zone. Mr. Teitzel explains his 

proposed criteria for a wire center to be classified as a "competitive zone" in his Direct 

Testimony: 

Before a competitive zone can be established, at least one of the following criteria 
must be met: 1) A competitor has facilities in place and is marketing or offering 
services in competition with U S WEST; 2) A reseller is marketing or offering 
services in competition with U S WEST; or 3) A competitor is marketing or 
offering services through the provision of unbundled network elements purchased 
from U S WEST.14 

These same criteria are also found in s2.16 (B) of US WC's proposed tariff in this 

proceeding. Under USWC's proposal, all that would need to be demonstrated to classify 

an exchange as competitive is that one other company was offering at least one 

alternative service in that area. No indication of market power, market share, or other 

information which indicates that competition is effective would be required. In short, 

14Teitzel Direct, Page 18, lines 7-1 1. 
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1 

2 constraining competition. 

3 

4 Q. CAN YOU GIVE US AN EXAMPLE OF THERE BEING A COMPETITOR IN A 

USWC could declare areas as "competitive" even where there was no effective price 

5 

6 

7 A. 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 Q. 

18 

19 

20 A. 

21 

22 

23 

MARKET THAT DOES NOT REALLY PROVIDE EFFECTIVE COMPETITION TO 

USWC FOR MOST CUSTOMERS? 

Yes. There are "competitors" who offer telephone service to customers who have been 

disconnected for non-pay, or otherwise cannot obtain telephone service from USWC due 

to credit or payment problems. The rates these competitors charge are sometimes much 

higher than USWC's rates. In response to discovery, USWC admitted that a reseller of 

residential basic exchange service who markets to customers with poor credit at rates 

much higher than USWC's rates would be sufficient competition to qualify a wire center 

as a competitive zone under the USWC proposal.'' The existence of a very high priced 

competitor does not constrain US WC's prices, and does not provide effective competition 

(other than for a very limited category of customers). 

DOES THE AVAILABILITY OF RESELLERS PUT A "PRICE CONSTRAINT" ON 

USWC SO THAT NO FURTHER SIGNIFICANT PRICE REGULATION (EITHER 

TRADITIONAL OR ALTERNATIVE) BY THE COMMISSION IS REQUIRED? 

No. Resellers resell service that is provided by USWC. The wholesale rate the resellers 

pay USWC is their major cost of doing business. In addition, the USWC wholesale rate 

is automatically increased when USWC's retail rate is increased. Therefore, if USWC 

increased its residential rate in an area, then the wholesale rate to the resellers would also 

15 



1 

2 

3 

increase the same percent, thereby forcing the reseller's price up as well. Specifically, 

USWC's residential wholesale service is provided at a 12% discount from their retail rate. 

(1 8% for business)16 In addition to paying USWC the wholesale rate, the resellers must 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 Q. 

14 

15 

16 A. 

17 

18 

cover their own costs, such as marketing, billing and collection, and uncollectible. For 

example, if a hypothetical LEC doubled the price of its retail service, that would mean 

that the price of the wholesale service would also double. *' As a result, the cost that 

makes up approximately 88% of the resellers' cost of doing business would automatically 

double at the same time the LEC doubled its rate.'* This cost increase would force the 

reseller to go along with the LEC's doubling of the rate. The availability of resellers does 

not provide the customers any significant protection from improper price increases by the 

LEC. 

IS THERE ANOTHER PROBLEM WITH CONSIDERING RESALE OR EVEN UNE 

SERVICES AS BEING "EFFECTIVE" COMPETITIION TO USWC TO JUSTIFY 

EFFECTIVELY PRICED DEREGULATION? 

Yes. It must be remembered that under both of these forms of "competition", USWC 

actually ends up with the vast majority of the revenues paid to the  competitor^".'^ If 

USWC's price increase caused customers to leave USWC for a reseller, the majority of 

I5 USWC's response to Request WDA4-009(d) and (e). 

l 7  The hypothetical "doubling" of the rate is only to illustrate the mechanism being discussed. This section 
of testimony does not imply or contend that USWC intends to specifically "double" the rate. 
I s  Assuming their prices are similar to USWC. If the reseller prices below USWC, then the wholesale 
increase would be more than 88% of their cost of doing business. 

For residential resale, the USWC wholesale rate is 88% of its retail rate. Therefore, USWC receives 
almost as much revenue from the wholesale service. Of course, USWC avoids the cost of billing and 
collection fiom individual customers, uncollectible from certain individual customers, and certain other 
costs. 

USWC response to Request WDA2-001. 16 
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2 there. 

3 

those revenues would end up with USWC. They just take a different route in getting 

4 C. USWC'S PROPOSAL WOULD INITIALLY DEREGULATED THE 
5 ** ** OF ITS BUSINESS LINES, AND ALMOST ** 
6 
7 

** OF ITS RESIDENTIAL LINES 

8 Q. ON PAGE 22 OF HIS DIRECT TESTIMONY, MR. TEITZEL STATES THAT USWC 

9 IS REQUESTING IMMEDIATE PRICING FLEXIBLIITY "ON A LIMITED 

10 GEOGRAPHIC BASIS." PLEASE COMMENT. 

11 

12 

A. The wire centers that USWC proposes be immediately classified as "competitive zones" 

for business services are the wire centers that serve ** ** of USWC's total business 

13 access lines, and produce ** ** of USWC's total business revenue in the State of 

14 

15 

16 

17 Q. ON PAGE 3 1, LlNE 18 OF HIS SUPPLEMENTAL DIRECT TESTIMONY, MR. 

18 

19 

20 BY LOCAL EXCHANGE COMPETITORS." DO YOU AGREE THAT THE 

Arizona.20 The residential ''competitive'' zones that US WC proposes be immediately 

established cover over ** ** of USWC's residential lines in service in Arizona.*' 

TEITZEL STATES "THE NUMBER OF 'PORTED' LOCAL TELEPHONE NUMBERS 

IS A ROUGH MEASURE OF THE NUMBER OF ACCESS LINES BEING SERVED 

21 

22 

NUMBER OF "PORTED" LOCAL TELEPHONE NUMBERS IS ONE OF THE BEST 

GAUGES WE HAVE FOR THE MAGNITUDE OF LOCAL EXCHANGE 

23 COMPETITION? 

USWC's response to Data Request WDA 2-13. 
USWC response to Request WDA 21-12, Attachments A and B. 

20 

21 

17 
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2 

3 

4 

5 

6 

7 

8 competitors. 

9 

A. Yes. Customers can move their existing telephone number to a different company at no 

charge. It is much more convenient for a customer to keep their existing telephone 

number than to change their number. It is much easier for the people who already know a 

certain telephone number to contact that number if the existing number is kept. 

Therefore, the tracking of ported numbers gives a good indication of the total number of 

customers served by other companies. The "portedt' figure also includes all types of 

competitors, including resellers, companies utilizing UNE facilities, and facility based 

10 Q. DOES THE "PORTED" NUMBER DATA DEMONSTRATE THE EXISTENCE OF 

11 

12 

13 

14 A. No. Through April 2000, there were ** 

15 

16 

17 

18 

19 

20 

21 

SIGNIFICANT COMPETITION FOR RESIDENTIAL BASIC EXCHANGE 

SERVICES IN ARIZONA SPECIFICALLY IN THE WIRE CENTERS THAT USWC 

HAS ASKED BE IMMEDIATELY DECLARED COMPETITIVE? 

** residential "ported" numbers in the 23 

wire centers that US WC proposes be immediately classified as residential "competitive 

zones.1122 This compares to the over ** ** residential telephone lines of USWC 

in service in these 23 wire centers.23 Therefore, the data that USWC has provided in this 

proceeding indicates that fewer than ** 

have been ported in the 23 wire centers that USWC proposes be immediately established 

as residential "competitive zones", as is shown on Schedule WDA-16.24 

** of the residential lines in service 

22 Teitzel Supplemental Direct, Exhibit DLT-44. 
23USWC response to Request WDA 2 1 - 12, Attachment A. 

- **. 
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11 
12 
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14 
15 
16 
17 

18 

19 

20 

21 

22 

23 

Q. ARE THE AREAS WHICH USWC HAS PROPOSED BE IMMEDIATELY 

DECLARED COMPETITIVE, COMPETITIVE? 

A. They are not by accepted standards. As previously discussed, the Commission's rules 

require that for an area to be considered competitive, market share information must be 

provided, and indications of market power must be considered. This market share is 

clearly indicative of a non-competitive area, in which USWC enjoys huge market power. 

The standard that both the U.S. Department of Justice and the Federal Trade Commission 

(FTC) utilize as their primary method of determining the degree of market concentration 

is the Herfindahl-Hirschman Index ("1). The meanings of the scores on the HHI are as 

follows: 

HHI Score 

Unconcentrated Below 1,000 
Moderately Concentrated 1,OO 1 - 1,800 
Highly Concentrated Above 1,800 

The HHI for the wire centers which USWC proposes be immediately declared 

competitive have an HHI of over ** * * . 2 5  USWC has huge market power in these 

markets. A residential basic exchange market in this area is very "highly concentrated." 

These areas are nowhere near "competitive" by accepted definitions. 

Q. USWC PROPOSES THAT 49 WIRE CENTERS BE IMMEDIATELY DECLARED 

COMPETITIVE FOR BUSINESS SERVICES.~~ DOES THE DATA uswc 

25 The HHI is calculated by squaring the market share of each company in the industry with 100% being 
written as 100. (** 
figure, as the squared market share of the other companies in the market could also be added, but that effect 
would be small. **( 

26 USWC response to Request WDA 21-012, Attachment A. 

**) The total score for this market would be slightly higher than this 

).** 
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8 
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10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

PROVIDED DEMONSTRATE THAT THESE AREAS ARE COMPETITIVE FOR 

BUSINESS BASIC EXCHANGE SERVICES? 

A. No. In his Supplemental Direct Testimony Exhibit DLT-38, Mr. Teitzel provided an 

Exhibit entitled "Business Access Line Losses: April 1997 Through April 2000". On this 

Exhibit, Mr. Teitzel is claiming that over the period April 1997 through April 2000, 

USWC had "business access line losses" totaling ** 

US WC proposes be immediately classified as business "competitive zones". For 

comparison, USWC serves over ** 

centers.27 Therefore, the data USWC provided shows that USWC has "lost" only about 

** 

the 49 wire centers that USWC proposes be immediately established as "competitive 

zones", as is shown on Schedule WDA-16. The HHI for this market is therefore 

** 

competitive by accepted standards. USWC has huge market power in these areas. 

** in the 49 wire centers that 

** business lines in service in these 49 wire 

** of the business lines, and is serving ** ** of the business lines, even within 

**.28 This is extremely "highly concentrated." This market is nowhere near 

USWC's market share may even be understated. USWC admitted that this business 

access line loss data shown on Mr. Teitzel's Exhibit "has not been adjusted to reflect 

customers lost to competition who have subsequently returned to U S WEST."29 USWC 

offers a "Competitive Response" program that offers a waiver of nonrecurring charges 

and/or two months of recurring charges to customers who have left USWC and decide to 

USWC's response to Data Request WDA 21-12, Attachment A. 21 

*** 28 ** 
29USWC's response to Data Request WDA 22-3 1 .  

20 
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2 

3 

4 

return to USWC. ** 

competitor have subsequently returned to USWC through this program.30 

** of small business customers that had left USWC for a 

I 

Q. WHAT IS SCHEDULE WDA-16? 
I 

5 A. Schedule WDA-16 summarizes the competitive figures for the wire centers that USWC 

6 asks be immediately declared competitive. In addition to the data discussed above, this 

7 Schedule also shows the number of resold residential lines in those areas equals only 

8 ** ** of the residential lines.31 

9 

10 

11 

12 

13 

14 

In the areas USWC has asked be declared competitive for business services, resold lines 

represent less than ** ** of the business lines in those areas. This Schedule also 

shows the UNE lines in the areas USWC has asked be immediately declared competitive 

represent less than ** ** of USWC's total access lines in those areas. 

15 Q. ARE THE TIIVY COMPETITIVE FIGURES SHOWN ON SCHEDULE WDA-16 

16 

17 A. Yes. USWC provided the results of a study conducted on USWC's behalf by a company 

18 called Quality Strategies. According to this study, USWC's share of the retail local 

CONSISTENT WITH OTHER DATA USWC HAS PROVIDED? 

I 
19 exchange spending is ** ** for the "consumer" (Le. residential) market, ** ** 

3%SWC's response to Data Request WDA 24-7. 

3' It should be noted that it is not appropriate to add the "ported" numbers to the "resold" numbers, because 
there is significant overlap. The customers who are counted as "ported" also can be counted in the "resale" 
or "UNE loop" columns. 
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4 Q. 

5 

6 

7 

8 A  

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

for the "small business" market, and ** ** for the "large business" market in 

SCHEDULE WDA-16 SHOWS THE COMPETITORS HAVE NOT OBTAINED VERY 

SIGNIFICANT MARKET SHARE IN ARIZONA, EVEN IN THOSE AREAS THAT 

USWC CLAIMS TO BE THE MOST COMPETITIVE. IS A SIMILAR STATEMENT 

TRUE NATIONWIDE? 

Yes. This problem is not limited to Arizona. Competitive access providers (CAPS), 

competitive local exchange carriers (CLECs), resellers, and all competitive carriers have 

low overall market share nationwide. According to the FCC's Trends in Telephone 

Service report for 1998, the incumbent LECs' share of the local service revenues is 96.5% 

nationwide, whereas all CAPs, CLECs, resellers, and all other competitive carriers share 

a skimpy 3.5% share of the local service revenues.33 This is a clear indication of the true 

dominance that the LECs enjoy in the local service market nationwide. A mere four- 

tenths of one percent of the major LECs' switched lines were sold as UNE loops 

na t i~nwide .~~  One and one-half percent of all access lines were resold lines nati~nwide.~' 

In fact, nationwide, the wireline telephone market is far more concentrated than it has 

been at any time since divestiture. Currently, two companies control 66% of the access 

32 Fourth quarter, 1998, USWC response to RUCO Request 6-1 1, Attachment A, page 8. 
33 Trends In Telephone Service, Industry Analysis Division, Common Carrier Bureau, Federal 
Communications Commission, Released March 2000, Table 9.1. 
34 Trends in Telephone Service, Industry Analysis Division, Common Carrier Bureau, Federal 
Communications Commission, Released March 2000, Table 9.4. 

35Trends in Telephone Service, Industry Analysis Division, Common Carrier Bureau, Federal 
Communications Commission, Released March 2000, Table 9.3. 

22 



1 

2 

3 

lines in the United States.36 These two companies are SBC (which consists of the former 

Bell operating companies of SBC, Pacific Bell, and Ameritech), and the other company is 

Verizon (which includes the former GTE and Bell operating companies, Bell Atlantic and 

4 " E X ) .  

5 

I 6 Q. WHAT IS A MAJOR PROBLEM WITH DECLARING WIRE CENTERS TO BE 

7 

8 

9 EXCHANGES? 

I 

COMPETITIVE WHEN IN FACT THEY ARE NOT COMPETITIVE, A N D  USWC 

STILL HAS SIGNIFICANT MONOPOLY MARKET POWER IN THOSE 

10 A. Under USWC's proposals, USWC could increase its rates as much as it wanted to, up to 

11 

12 

13 

14 

15 provider available. 

double the current rates.37 Even in areas where it has significant monopoly power, the 

approval of this concept would allow the Company to as much as double most of its 

current rates. As previously discussed, this would impact a high percent of the customers 

in the State. In most instances, those customers do not have any independent alternative 

16 

17 Q. IN HIS DIRECT TESTIMONY, MR. TEITZEL TRIES TO DEMONSTRATE THE 

18 

19 

20 

21 ABOUT THESE EXHIBITS? 

COMPETITION THAT USWC IS EXPERIENCING IN ARIZONA BY ATTACHING 

SEVERAL EXHIBITS SHOWING PRICES THAT OTHER COMPANIES ARE 

CHARGING FOR CERTAIN SERVICES. DO YOU HAVE ANY COMMENT 

36 Table 20.3 "Telephone Loops by Holding Company", Trends in Telephone Service, March, 2000. 
37 Except for the $19 limit on residential basic exchange. 
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8 
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10 

11 

12 

13 

14 

15 

16 

17 

18 

A. Yes. Mr. Teitzel's exhibits focus primarily on services for which USWC has already 

been granted price flexibility in Arizona. For example, on his Exhibit DLT-5, Mr. Teitzel 

has provided a copy of a price quote from an AT&T account executive to a USWC 

business customer that compares the rates that the customer would pay under USWC's 

rates and the rates the customer would pay under AT&T's rates. Over 70% of the saving 

that the customer is shown to experience under the AT&T rates compared to the USWC 

rates, is attributed to lower Centrex rates. As Mr. Teitzel indicates on page 19, line 23 of 

his Direct Testimony, Centrex is a service that has already been deemed to be 

"competitive" on a state-wide basis by the Commission. On his Exhibit DLT-17, Mr. 

Teitzel has provided copies of toll service advertisements of three different companies. 

However, message toll service (MTS) is a service that has already been deemed to be 

"competitive" on a state-wide basis by the Comrni~sion.~~ Therefore, the evidence that 

USWC has provided that demonstrates competition for services that have already been 

deemed to be "competitive" services in Arizona, does nothing to demonstrate a need to 

adopt USWC's "competitive zone" proposals. At most, all that this evidence supports is 

maintaining the current competitive classification of these services in Arizona, which is 

not at issue. 

19 Q. DOES PAST EXPERIENCE INDICATE THAT USWC'S CLAIMS PERTAINING TO 

20 THE LEVEL OF COMPETITION SHOULD BE REVIEWED VERY CAREFULLY? 

21 A. Yes. Although this Commission has already designated the toll market as competitive, 

22 

23 

and I am not rearguing that classification, USWC's own testimony can be used to 

demonstrate the inaccuracy of USWC's market share claims. Back in USWC's 1993 

38 Page 19, Teitzel Direct. 
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5 
6 
7 
8 

9 

10 
11 
12 
13 

14 

15 

16 

17 

18 

19 

20 

General Rate Case in Arizona, USWC claimed that the intraLATA toll market was "very 

competitive", that other toll providers had made "significant inroads" and that USWC had 

lost intraLATA toll market share.39 USWC's intraLATA toll witness in the 1993 case 

stated: 

USWC has lost 19% of the Arizona small business toll market and over 7% of the 
Arizona residence market based on minutes of use.4o 

However, in its testimony in this proceeding, US WC's witness Alcott states: 

As recently as 1996 U S WEST had virtually 100 percent of this market. U S 
WEST'S share of this market has decreased significantly since that time, as the 
proprietary figures contained in Dave Teitzel's testimony dern~nstrate.~' 

The above referenced quote, Mr. Alcott states USWC had "virtually 100%" of the 

intraLATA toll market as recently as 1996. However, several years prior to 1996, USWC 

had claimed that competitors already had 7% to 19% of the toll market share. These two 

sets of USWC testimony are inconsistent. It is clear that either Mr. Alcott's testimony in 

this proceeding, or the USWC witness in the 1993 proceeding, or both, are misstating the 

market share of USWC. 

21 

22 BE DESIGNATED AS COMPETITIVE ZONES. IF THEIR TARIFF WAS 

Q. USWC IS CURRENTLY REQUESTING THAT 23 RESIDENTIAL WIRE CENTERS 

39Direct Testimony of Gary A. Rees in Arizona Docket No. E-1051-93-183, July 15, 1993, page 22. 

40Direct Testimony of Gary A. Rees in Arizona Docket No. E- 105 1-93- 183, July 15, 1993, page 2 1. 

Alcott Direct Testimony, page 13, line 15. 41 

I 
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6 
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8 

9 

10 

11 

12 

13 

14 

15 
16 
17 
18 

ACCEPTED, WOULD THEY BE ABLE TO CONVERT A NUMBER OF OTHER 

WIRE CENTERS TO COMPETITIVE ZONES? 

A. Yes. The requirements are so lax that there are a large number of other wire centers that 

would also meet their requirements for being defined as a "competitive" zone. Exhibit 

DLT-41 attached to Mr. Teitzel's Supplemental Direct Testimony lists ** 

centers with resold residential services in March, 2000. Under USWC's proposal, the 

presence of any reseller reselling any residential service causes that wire center to meet 

the definition of being a "competitive" residential wire center. Therefore, all ** ** of 

** wire 

these wire centers could be reclassified as competitive according to USWC's proposed 

tariff. This same Exhibit also shows a large number of wire centers that have some 

resold business services. Therefore, a large number of wire centers in addition to those 

USWC is currently asking be immediately declared competitive could readily be 

reclassified as competitive under US WC's proposal. 

D. ONE OF USWC'S CLAIMED "PRIMARY COMPETITORS" IN 
ARIZONA HAS DECLARED BANKRUPTCY, AND OTHERS ARE 
LOSING MONEY 

19 Q. USWC HAS LISTED SOME "PRIMARY COMPETITORS" IN ARIZONA.42 PLEASE 

I 20 COMMENT. 

, 2 1 

22 

A. One company Mr. Teitzel listed as a "primary competitor" is GST Telecommunications. 

However, since the filing of Mr. Teitzel's testimony in this proceeding, GST has since 
I 
I 

42 Teitzel Direct, page 6 .  
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filed for Chapter 11 bankruptcy p r~ tec t ion .~~  The GST shareholders likely will be left 

holding an empty bag after the sale of its assets: 

... because the current sale offer is for substantially less than the amount of GST's 
debt, a distribution to shareholders is unlikely.44 

~ 

7 

8 

9 

10 

11 

12 

13 

14 

15 Q. 

16 

17 

18 

As Mr. Teitzel explains in his testimony, GST established operations in Tucson back in 

1994.45 However, GST has been experiencing financial woes for some time. For 

example, for the nine months ended September 1999, GST suffered a net loss of over 

$103 million on total revenues of $225 million. In discovery in this proceeding, USWC 

provided a copy of its own internal study report that aptly described GST as having "poor 

cash 

other f inan~ing ."~~ 

One of the causes of the GST bankruptcy was GST's inability to "secure 

ON PAGE 15 OF HIS DIRECT, MR. TEITZEL CLAIMS THAT e.SPIRE IS A 

PRIMARY COMPETITOR TO USWC. ON PAGE 17 OF HIS SUPPLEMENTAL 

DIRECT, MR. TEITZEL INDICATES THAT e.SPIRE'S REVENUES INCREASED 

FROM $1 56.8 MILLION IN 1998 TO $244 MILLION FOR THE YEAR ENDING 

43Telecommunications Reports, "Time Warner Telecom Sees Opportunity in GST Woes", May 22,2000, 
page 23. 

44 Posted on the GST website according to published reports. 
45Teitzel Direct Testimony, page 14, line 23. 

46uSWC's response to Data Request RUCO 6-8, Attachment A. 

47 Telecommunications Reports, "Time Warner Telecom Sees Opportunity in GST Woes", May 22,2000, 
page 23. 
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1 

2 e.SPIRE? 

3 A. Mr. Teitzel fails to mention the fact that espire's net loss for the year ended December, 

4 1999 was larger than its total revenues for the year. For the year ended December 3 1, 

5 1999, espires's total revenues were $244 million and its net loss for the same period was 

6 $277 million. In addition, as a result of these astounding losses, e.spire's reported annual 

DECEMBER 31,1999. WHAT DOES MR. TEITZEL FAIL TO POINT OUT ABOUT 

7 

8 

9 

10 Q. MR. TEITZEL LISTS ELECTRIC LIGHTWAVE, INC. (ELI) AS ONE OF THE 

11 PRIMARY COMPETITORS TO USWC IN ARIZONA. PLEASE COMMENT. 

12 A. As Mr. Teitzel explains, ELI who "turned up its network in 1994" was one of the first 

13 competitors in the greater Phoenix area.49 However, in just the nine months ended 

14 September 1999, ELI suffered a staggering net loss of $98 million on total revenues of 

15 $133 million. 

earnings worsened from a negative $4.46 per share for the fiscal year ending December 

1998 to a negative $6.38 per share for the fiscal year ending December 31, 1999.48 

16 

17 

18 

19 

As previously discussed, it is in the LECs' interest to have their competitors be 

unprofitable. As previously discussed, the "competitive zone" proposal of USWC would 

allow USWC to improperly price discriminate based on the level of competition. This 

48Mr. Teitzel lists other competitors, such as AT&T/TCG, MCI WorldCon-Brooks Fiber and COX. 
However, the financial reports for these companies do not separately show the financial performance of 
the competitive local exchange services these companies provide. For example, the primary business of 
AT&T and MCI is the provision of long distance toll services, and COX is mainly a provider of cable 
television services. 

49 Teitzel Direct, page 10. 



1 

2 

3 

4 

would give them a powerful additional tool to further impede the profitability of any 

existing competitors, and to discourage any potential competitors. 

Q. THROUGHOUT HER TESTIMONY7 MS. STEWART EMPHASIZES HOW "WELL- 

5 FUNDED" SOME OF USWC'S COMPETITORS ARE.50 EVEN IF THERE ARE 

6 SOME COMPANIES THAT ARE "WELL-FUNDED", DOES THIS MEAN THAT 

7 

8 

9 MONEY DOING SO? 

THESE COMPANIES WILL CONTINUE TO PROVIDE SERVICES IN 

COMPETITION WITH USWC, EVEN IF THEY ARE CONTINUALLY LOSING 

10 A. No. It is not reasonable to expect that since a company is "well-funded", that company 

11 

12 

13 

14 

15 Q. IN HIS TESTIMONY7 MR. ALCOTT STATES: 

16 
17 
18 there. 51 

19 
20 PLEASE COMMENT. 

21 A. To the extent that USWC or other LECs are successful in limiting the profitability, or 

22 forcing the competitors to be unprofitable, that limits their ability to grow and expand 

23 competition against USWC and other LECs. The "competitive zone" proposal of USWC 

will continue to lose money attempting to compete with USWC. At some point, these 

services must be profitable, or else it is not likely that there will be competitors entering 

this market in the future. 

However, what we are seeing now is that competition is emerging in specific 
geographic areas within the state. It starts in one part of town and grows from 

For example, see Stewart Direct Testimony, pages i, iii, 4 , 7  and 17 50 

"Alcott Direct Testimony, page 10, line 24. 

29 
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2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 
17 
18 
19 
20 

22 
, 21 

is a powerful, additional tool that USWC could use to limit the profitability and therefore 

the growth of competitors, and also to discourage potential competitors. 

Q. ON PAGE 36 OF HIS DIRECT, MR. TEITZEL CLAIMS THAT THERE IS NO 

MARKET FOR RESIDENTIAL BASIC EXCHANGE SERVICE COMPETITION, 

BECAUSE THE PRICES THAT USWC CHARGES ARE TOO LOW. PLEASE 

COMMENT. 

A. Of course, as Schedule WDA-16 shows, there is also very little competition in the 

business markets either. First of all, competitors evaluate the total revenue opportunities, 

not just the revenues from only one service (basic exchange). For example, nationwide 

the average residential telephone bill is $55 per line per month. The bill for basic 

exchange service is only approximately 25% of that A company considering 

offering service to a residential area would consider the revenues they would expect to 

receive from all services, including enhanced services, toll services, basic exchange 

service, switched access services to other carriers, etc. In addition, Mr. Teitzel states: 

Cox is already providing residential telephone service to over 5,000 residents of 
Chandler, with the potential to serve 40,000 additional subscribers there and plans 
to ultimately offer telephone service to all of its 600,000 subscribers in Phoenix 
and surrounding communities. Cox’s efforts illustrate that the residential market 
is not immune to ~ompeti t ion.~~ 

23 

~~ 

52 Household Telecommunications Expenditures by Type of Provider in 1998, Table 3.6, FCC Reference 
Book of Rates, Price Indices, and Expenditures for Telephone Service, June, 1999. The average residential 
rates paid directly to the LECs average $33 per month. 
53Teitzel Direct Testimony, Page 5, lines 8- 12. 
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~ ~~ ~ 

1 Q. WHAT ARE THE "FLOOR" AND "CEILING" UNDER USWC'S COMPETITIVE 

2 ZONE PROPOSAL COMPARED TO THE CURRENT COMMISSION RULES? 

I 3 A. USWC's "competitive zone" proposal is a great departure from the Commission's rules on 

4 both ends of the range of acceptable rates. Under Section R14-2-1109(A) of the 

5 Commission's Rules, the minimum rate that USWC may charge for a competitive service 

is USWC's total service long run incremental cost (TSLRIC) of the service.54 However, 6 

7 under USWC's proposal, the minimum rate for any service within "competitive zones" 

8 can be set below the TSLRIC of providing the service, as Mr. Teitzel explains: 

9 
10 
11 
12 
13 

Prices for specific services may be offered below Total Service Long Run 
Incremental Cost (TSLRIC) in competitive zones only as long as the total revenue 
for the customer or group of customers is above TSLRIC.55 (Emphasis added) 

USWC's ability to set the rates so that the total for all services are not below the TSLRIC 

14 would make it even more difficult for competitors to cover their costs. 

15 

16 It must also be remembered that in order to be profitable, competitors must cover not 

17 only their TSLRICs, but also their joint and common costs as well. Mr. Thompson states: 

18 
19 
20 
21 
22 
23 

U S WEST must price its services to recover the common overhead costs in 
addition to its Total Direct and Network Support costs to remain a healthy, viable 
and growing corporation that can continue to invest in new products and services. 
If the firm can not receive contribution from products to help recover these 
overhead costs, the products are not likely to be offered by the firm.56 

The same principle also applies to USWC's competitors. Current rules require the price 24 

25 for a "competitive" service cannot be below its TSLRIC. However, under the proposed 

rules, the price could be below its TSLRIC. Therefore, if a customer was subscribing to a 

Teitzel Direct, page 3 1. 
Teitzel Direct, Page 20, lines 7-9. 

54 

55 
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6 

7 

profitable service, the contribution from that profitable service could be diverted to 

another 'I below cost" service, thereby further eliminating the ability of a competitor to 

cover their joint and common costs in those areas where they are trying to compete with 

uswc. 

For competitive services, the Commission's current rule that the maximum rate US WC 

may charge is the maximum rate stated in its tariff on file with the Commission. Mr. 

8 

9 
10 
11 
12 
13 
14 
15 

16 

17 

18 

19 

20 

21 

22 

24 

25 

Teitzel states the new proposal is: 

The price ceilings will be double the rates approved in this filing; or for services 
not treated in this case, double the existing rates, except for residence Basic 
Exchange Service. Residence Basic Exchange Service will have a maximum rate 
of $19.00 established within competitive zones. In the case of services already 
classified as 'competitive' on a state-wide basis, the maximum rates will also 
apply outside of the competitive zones.57 

Instead of the maximum being the existing tariff rate, under the USWC proposal the 

maximum would be double the existing tariff rate. 

The fact that many of the customers would actually have no effective choice in these 

areas makes this potential "doubling" of the rate, less acceptable. 

56 Thompson Direct, page 7. 
57Teitzel Direct, Page 20, lines 1 1 - 16. 
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I 1 E. USWC’S “COMPETITIVE ZONE” PROPOSAL WOULD ALLOW USWC 
2 
3 

I 4 

TO VIOLATE SECTION 254(K) OF THE TELECOMMUNICATIONS 
ACT 

I 5 Q. DID THE AUTHORS OF THE TA96 ANTICIPATE THAT LECS WOULD RESPOND 

I 6 TO COMPETITION BY ATTEMPTING TO USE THEIR NON-COMPETITIVE 

I 7 SERVICE RATES TO SUPPORT COMPETITIVE SERVICE RATES? 

8 A. Yes. The authors of TA96 anticipated that LECs like USWC would respond to 

9 competition by attempting to use their non-competitive services to support their rates for 

10 competitive services. The authors of TA96 also correctly anticipated the LECs would 

11 justify this support by allocating “more than a reasonable share of the joint and common 

12 costs of facilities used to provide those services”, to the non-competitive services. The 

13 authors of TA96 anticipated this strategy by the LECs, and specifically prohibited it: 

14 
15 
16 
17 
18 
19 
20 
21 

I 22 
23 

Section 254(k)--SUBSIDY OF COMPETITIVE SERVICES PROHIBITED.--A 
telecommunications carrier may not use services that are not competitive to 
subsidize services that are subject to competition. The Commission, with respect 
to interstate services, and the States, with respect to intrastate services, shall 
establish any necessary cost allocation rules, accounting safeguards, and 
guidelines to ensure that services included in the definition of universal service 
bear no more than a reasonable share of the joint and common costs of facilities 
used to provide those services. 

I 24 Q. IF APPROVED BY THE COMMISSION, WOULD USWC’S “COMPETITIVE ZONE” 

I 25 PROPOSAL ALLOW USWC TO VIOLATE SECTION 254(K) OF THE I 

26 TELECOMMUNICATIONS ACT OF 1996? 

27 A. Yes, in at least two ways: 

28 

, 
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1 
2 
3 
4 

5 

6 

7 

8 
9 

10 
11 
12 
13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

1. USWC would be able to shift the recovery of joint and common costs away from 
competitive services, and onto monopoly ratepayers across geographic areas of 
the state. 

Under USWC's proposal, USWC would be allowed to charge higher rates for a service in 

areas that are subject to little or no competition and lower rates for that service where 

competition does exist. As Mr. Teitzel explains: 

Offerings and prices may vary between competitive zones. With this flexibility, 
U S WEST will be able to effectively respond to customer and market demands in 
the areas subject to ~ornpetit ion.~~ 

This difference in pricing would not have to reflect a difference in cost of providing 

service. Therefore, pricing lower where there is competition while pricing higher where 

there is not competition would effectively load a higher share of the joint and common 

costs onto the monopoly ratepayers, while loading a lower share of those joint and 

common costs onto the prices of competitive services. This is contrary to the 

requirements of Section 254(k). The Commission must establish cost allocation rules or 

other safeguards which prevent such a discriminatory recovery of the joint and common 

costs. 

2. USWC would be able to subsidize competitive services across individual services 

or customer groups. 

USWC proposes that for those wire centers that meet USWC's criteria to become a 

"competitive zone" for both residence and business customers, all of the services will be 

allowed pricing flexibility, as Mr. Teitzel explained in his Direct Te~timony.'~ 

58Teitzel Direct, Page 19. 
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16 
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22 

With the ability to drastically change prices for both business and residence services 

within a wire center, USWC would easily be able to drastically reduce rates for one 

service or customer class but increase rates of another service or customer class, 

depending upon the level of competition that existed for each of those services or 

customer classes. 

The result is USWC would easily be able to place an unreasonable share of joint and 

common costs on those services or customer groups within the wire center that are 

subjected to very little or no competition. They could use this to fund reductions in the 

rates for those services that USWC deemed to be competitive or at least potentially 

competitive. 

Q. WHAT DO YOU RECOMMEND? 

A. First of all, I recommend that the competive zone proposal of U WC be rejected. In 

addition, in any alternative regulatory structure adopted by the Commission, the 

Commission should include a rule that requires any "revenue neutral" restructure include 

residential rates that are revenue neutral only within the residential category. Any 

"revenue neutral" restructure of the business rates must be revenue neutral within the 

business category. If there is no such requirement, USWC could reduce the business 

rates, (if it believes it has more competition there), and offset that by increasing the rates 

where it has less competition, which may include residential rates. This requirement 

59Teitzel Direct, page 19, lines 34-36. 
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1 1  

12 

13 

14 

15 

16 

17 
18 
19 

20 

22 

23 

would apply to all services other than those that the Commission has determined to be 

truly competitive. 

In addition, any rate structure adopted by the Commission should include reasonable 

proposals to prevent an unreasonable share of the joint and common costs from being 

allocated to the universal services. 

F. NEW SERVICE OFFERINGS 

Q. WHAT CRITERIA WOULD NEW SERVICE OFFERINGS HAVE TO MEET 

BEFORE THEY ARE CLASSIFIED AS COMPETITIVE, UNDER USWC'S 

PROPOSAL? 

A. None. Under Mr. Teitzel's proposal, any new service offering USWC provides in the 

future, even outside of a wire center that has been classified as a "competitive zone" will 

be automatically classified as competitive, without having to demonstrate that any 

competition whatsoever exists for that service. Mr. Teitzel states: 

I am proposing that a streamlined process be adopted whereby all new services 
will automatically be classified as 'competitive' upon introduction.60 

My experience in other states has been that the companies will slightly modify or 

combine existing services, and claim that this is a "new" service that is therefore 

competitively priced. For example, if an LEC combines basic exchange service with a 

new feature that it is not currently combined with, they would argue that is a new service, 

60Teitzel Direct, Page 23, lines 15-16. 
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I 4 

I 5 

6 

and therefore competitively priced. This wording could open a large "loophole", which 

US WC could use to have virtually any service considered 'Icompetitive", simply by 

creating a slightly modified form of it. It should be noted that even if the original form of 

the service was still available in the tariffs, that provides little protection to the 

consumers, since most consumers do not read the tariff to find out what service options 

are available. Most customers instead contact the US WC service representatives. 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 
17 
18 
19 

To be deemed truly competitive, new services should have to pass the same competitive 

test that other services must pass. If a "new" service includes a service that is currently 

not classified as competitive, that "new" service clearly cannot be classified as 

competitive. Likewise, I recommend that in any alternative regulatory structure adopted, 

the new services be subject to the same treatment of price caps as are existing regulated 

services, unless USWC provides the information needed to demonstrate that they are 

truly competitive services under Article 11, R-14-2-1108, 

G. USWC'S PROPOSED TIME FRAME FOR CONSIDERING ITS FILINGS 
TO CLASSIFY A WIRE CENTER AS A "COMPETITIVE ZONE" IS NOT 
REASONABLE 

20 Q. WHAT TIME FRAME DOES MR. TEITZEL PROPOSE FOR CHANGING A ZONE 

21 CLASSIFICATION TO "COMPETITIVE?" 

22 A. Mr. Teitzel proposes that the Commission must object to USWC's proposal within 15 

I 23 days, or the area will automatically become a "competitive zone." If objections are 
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1 

2 

raised, the Commission must issue a formal notice of the objection, and the entire process 

would be considered within 60 days of USWC's notice.6' 

, 3 

4 Q. IS MR. TEITZEL'S PROPOSAL REASONABLE? 

5 A. No. The proposed time frame for considering USWC's proposals is not acceptable. It is 

6 not reasonable to expect that any party or the Commission would have sufficient time to 

7 evaluate a USWC claim of competitiveness in a 15 day or even a 60 day period. 

8 

9 Q. MR. TEITZEL PROPOSES CHANGES IN THE REQUIREMENTS PERTAINING TO 

10 PROMOTIONAL OFFERINGS.~~ PLEASE COMMENT. 

11 A. USWC should be required to make promotional offerings available on a non- 

12 discriminatory basis to customers throughout the state. For example, USWC should not 

13 be allowed to discriminate on the promotional offerings based upon the level of 

14 competition that exists in a particular area, for the reasons previously discussed. 

15 

16 
17 

111. USWC'S COST STUDIES 

18 A. USWC'S CLAIMED TSLRIC COST FOR RESIDENTIAL BASIC 
19 EXCHANGE SERVICE VIOLATES THIS COMMISSION'S DEFINITION 
20 
21 

OF TSLRIC, AS WELL AS USWC'S OWN DEFINITIONS OF TSLRIC 

22 Q. HOW DOES USWC DEFINE TSLRIC COSTS IN THIS PROCEEDING? 

23 A. In his Direct Testimony, Mr. Thompson defines TSLRIC: 

24 
25 
26 

The TSLRIC studies identify the total cost of offering the service - defined as the 
total costs incurred by U S WEST while offering the service, less the total c o s t s  

Teitzel Direct, page 22. 
62 Teitzel Direct, page 24. 
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1 
2 added) 
3 

that would be incurred by U S WEST if the service were not offered.63 (Emphasis 

4 In addition, USWC's cost studies in this proceeding provide a definition of "Direct 

5 Costs", which it also refers to as TSLRIC. The USWC cost studies state the following: 

6 
7 
8 
9 

10 
11 
12 
13 
14 
15 Q. HOW DOES THIS COMMISSION DEFINE TSLRIC COSTS? 

Total Direct Costs - Total Direct cost is the total forward-looking direct cost of 
providing a product or service to the total universe of U S WEST Customers. It 
most closely reflects the cost of replacing all the facilities directly required to 
provide that product or service. It does not include costs that are required but 
which also benefit the provision of other products and services. It reflects the 
forward-looking cost of the entire service provided in the most efficient manner, 
holding constant the production of all other services produced by the firm. This 
cost has frequently been referred to as TSLRIC.64 (Emphasis added) 

16 A. The definitions section of the Arizona Corporations Commission's Rules and 

17 Regulations, Section R14-2- 1 102 (1 7), provides the following definition: 

18 
19 
20 
21 
22 
23 
24 
25 

"Total Service Long Run Incremental Cost." The total additional cost incurred 
by a telecommunications company to produce the entire quantity of a service, 
given that the telecommunications company already provides all of its other 
services. Total Service Long run Incremental Cost is based on the least cost, most 
efficient technology that is capable of being implemented at the time the decision 
to provide the service is made. 

26 The definition of the incremental cost or TSLRIC is addressed further in the Direct 

27 testimony of Thomas Regan. 

28 

Thompson Direct Testimony, page 4, line 23. 

Thompson Direct Testimony Exhibit JLT- 1, page 7. 

63 

64 
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2 

3 

4 A. Yes. The loop is shared by many services, as shown on Schedule WDA-17. However, 

5 USWC included 100% of the unseparated loop cost in what it claims to be the basic 

6 exchange TSLRIC.65 However, the loop facilities are required for the provision of other 

7 products and services. The loop facilities would not be eliminated if basic exchange 

8 service was discontinued, while all other services were still being offered. Therefore, the 

9 loop cost is not part of the properly calculated TSLRIC using any or all of the above- 

10 referenced definitions. It is an indisputable physical fact that the loop facility is shared 

11 by several services, only one of which is basic exchange service. It is an indisputable 

12 physical fact that the loop facility would still be needed even if basic exchange service 

13 was not provided, but USWC continued to provide all of its other services. This means 

14 the loop costs are not "caused" by basic exchange service alone. 

15 

Q. DID USWC VIOLATE THE COMMISSION'S DEFINITION AND ITS OWN 

DEFINITION OF TSLRIC WHEN IT CALCULATED THE TSLRIC COSTS OF 

BASIC EXCHANGE SERVICE IN THIS PROCEEDING? 

16 Q. PLEASE EXPLAIN SCHEDULE WWD-17. 

17 A. Schedule WWD-17 is a diagram that shows some of the facilities that are required to 

18 

19 

20 

21 

provide USWC's major services: basic exchange service, vertical services, toll switched 

access, and ADSL service. As the diagram clearly indicates, a loop facility66 is required 

to provide all of these services. 

Thompson Direct, Exhibit JLT-27, page 7. 65 

66 The "loop" I am referring to is the switched access line as opposed to a dedicated private line. 
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1 

2 

In fact, the loop is sometimes referred to as the ''common line" because it is a facility that 

is "common" to a number of services. 67 

3 

4 Q. USWC'S DEFINITION OF "DIRECT COSTS" CLAIMS THAT "COSTS THAT ARE 

5 

6 

7 

8 EXCHANGE SERVICE COSTS STUDY? 

9 A. No. By far the most significant of the ''costs that are required but which also benefit 

10 

11 

12 

13 upon the loop facilities. 

14 

15 Q. HOW DID USWC TREAT THE COST OF THE SHARED LOOP FACILITIES? 

16 A. USWC placed 100% of the loop facility costs on basic exchange service. USWC placed 

17 

18 

19 

20 

21 

REQUIRED BUT WHICH ALSO BENEFIT THE PROVISION OF OTHER 

PRODUCTS AND SERVICES" ARE NOT INCLUDED IN THAT COST. DID USWC 

FOLLOW ITS OWN COST STUDY PRINCIPLE IN ITS RESIDENTIAL BASIC 

other products and services" are the loop facilities costs. As Schedule WDA-17 clearly 

demonstrates, the loop facility "benefits" services other than basic exchange service. All 

services that are provided using the loop facilities not only benefit from, but also depend 

none of the loop costs on any other service that also utilizes or "benefits" from the loop 

facility. As shown on Thompson Direct Testimony Exhibit JLT-27, page 7, USWC 

included 100% of the costs of the loop in the "Direct Cost" of residential basic exchange 

service - a direct violation of their claimed principle. 

67 The costs that are shared by more than one service are sometimes referred to as terms such as "joint", 
"common", or "shared." In this discussion, I will use these terms interchangeably. 
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1 

2 

3 A. No. USWC's violation of the TSLRIC definition was "selective." Although USWC 

Q. DID USWC LIKEWISE VIOLATE THE TSLRIC DEFINITIONS WHEN IT 

CALCULATED THE COSTS OF ALL SERVICES? 

4 violated the definition of TSLRIC for residential basic exchange service, USWC did not 

5 

6 

7 

8 

9 

10 

11 

12 

13 

make that violation when it calculated its claimed TSLRIC costs of toll and switched 

access services. When calculating the TSLRIC of toll and switched access services, 

USWC properly excluded the loop costs, since the loop costs would not be avoided if one 

of these services were discontinued while holding all other products or services offered 

by the firm constant.@ The result of this selective violation of the TSLRIC definition by 

USWC is to distort beyond recognition the actual contributions from each of the different 

services. By properly excluding the loop cost from the TSLRIC of toll and switched 

access, USWC calculated a very low cost and therefore a high contribution. 

14 Q. WHAT WOULD USWC'S TSLRIC OF RESIDENTIAL BASIC EXCHANGE 

15 

16 

17 SWITCHED ACCESS AND TOLL? 

18 A. Had USWC also properly excluded the loop cost from the TSLRIC of residential basic 

19 

SERVICE HAVE BEEN IF USWC HAD CALCULATED THE COST OF THAT 

SERVICE CONSISTENTLY WITH THE WAY IT CALCULATED THE TSLRIC OF 

I exchange service (the same as if they excluded those costs from the TSLRIC of toll and 

20 

21 

22 

access), the result would have also been a low TSLRIC and a high contribution for 

residential basic exchange service. Excluding the loop cost (which is how USWC 

calculated the TSLRIC for toll and switched access), the TSLRIC of US WC's residential 

68USWC's response to Data Request WDA 1-35. 
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I 

I 
I 

I 

basic exchange service is ** 

calculated by USWC, as is shown on Schedule WDA-18. 

** per month, using the costs otherwise exactly as 

69 70 

Q. WHAT RATE DOES RESIDENTIAL BASIC EXCHANGE SERVICE HAVE TO BE 

SET ABOVE IN ORDER TO PREVENT IT FROM BEING SUBSIDIZED? 

A. The properly calculated TSLRIC of residential basic exchange service is ** ** per 

month for USWC. Determining the TSLRIC is important because the TSLRIC is 

generally accepted as being the ”floor” for a proper price. TSLRIC is also the standard 

for determining whether a service is receiving a subsidy, as discussed in the Direct 

testimony of Thomas Regan. As USWC admitted in its response to Data Request WDA 

2-006, a service is not receiving a subsidy if that service is priced equal to or above its 

properly calculated TSLRIC. 

Data Request WDA 2-6 (b): 

Is it a correct statement that if a service is priced equal to or above its 
properly calculated TSLRIC, that service is not receiving a subsidy? If 
this is not a correct statement, please provide the corrected statement, as 
well as copy of the economic, regulatory or other standard that your 
Company claims supports the corrected statement provided.. 

US WC’s Response: 

It is not receiving a cross-subsidy. 

69Calculated from USWC’s May 2000 Residence and Business Basic Exchange Recurring Cost Study, 
provided by USWC in response to Data Request WDA 21-6, Attachment A, pages 25 and 3 1 (The figure 
shown is the sum of the Total Direct Costs “TSLRIC” for, Local Usage, Directory Listing and Billing & 
Collections for an additional residence line). 

’ O  This figure also excludes the cost of the first unit of postage and standard envelope, as will be discussed 
later in this testimony. 
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3 

4 

5 B. CONTRIBUTION ANALYSIS 

Therefore, as long as residential basic exchange service is priced above ** 

not receiving a subsidy using the widely accepted economic principles, principles which 

even USWC has agreed are the correct and appropriate economic principles. 

**, it is 

I 

I 

6 

7 

8 THOSE COSTS RECOVERED? 

9 A. Services are priced above their TSLRIC so as to recover both the direct (TSLRIC) cost as 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 Q. YOU PREVIOUSLY STATED THAT THE CORRECT TSLRIC (DIRECT) COSTS 

21 

22 

Q. IF THE SHARED COSTS ARE NOT INCLUDED IN THE TSLRIC, HOW ARE 

well as a portion of the shared cost. This is a common practice in virtually all industries. 

For example, consider a restaurant where the rent for the building is $1 0,000 per month, 

and the incremental cost of each hamburger and each soft drink is 30#.’l The company 

cannot price its products at just their incremental cost of 306, because that would not give 

them finds to pay the rent. Therefore, they must price above the incremental cost, so as 

to cover the total cost, which includes both the direct cost (TSLRIC) as well as the fixed 

costs (i.e. rent). Even in highly competitive markets, the equilibrium pricing must be a 

price that covers the total cost of the efficient producers, which includes the incremental 

cost as well as the shared costs. 

EXCLUDE THE COST OF THE SHARED FACILITIES. HAVE YOU CONDUCTED 

AN ANALYSIS OF USWC’S MAJOR RESIDENTIAL SERVICE CATEGORIES 

I 

” In this example, I am assuming these are the only two products the restauraht sells. The principle is the 
same if more products are sold. 
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12 A. 

13 
14 
15 
16 
17 
18 
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20 
21 
22 
23 
24 
25 
26 

I 27 
28 
29 
30 
31 
32 
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WHICH SHOWS HOW MUCH EACH OF THEM CONTRIBUTES (REVENUES IN 

EXCESS OF DIRECT COSTS) TO THE SHARED COST OF USWC? 

Yes. Schedule WDA-19 is a contribution analysis that shows the actual level of 

contribution above TSLRIC that is currently being provided by each of these USWC 

major residential service categories. It also compares the contribution amounts for 

residential services to the unbundled loop rate that the ACC has established for USWC. 

The figures shown on this Schedule are "contributions." These contributions are 

calculated by taking the revenues for each service and deducting from that the direct cost 

(TSLRIC) of each service. 

WHAT DOES THE STAFF'S CONTRIBUTION ANALYSIS DEMONSTRATE? 

Staffs contribution analysis demonstrates the following: 

1. The current residential basic exchange service rates alone provide an average of 
** ** per line, per month in contribution above TSLRIC toward the shared, 
joint and common costs of USWC in Arizona. This is more contribution above 
TSLRIC than any other service which shares the residential loop facilities. The 
per-line, per-month contributions from each major service category are as 
follows: 

Per-Line, Per-Month 
Contribution 

Intrastate 
1FR Service 
Residential Vertical Services 
Total Residential Local Services 

Intrastate Switched Access 
Intrastate Toll 

Interstate 
Interstate EUCL/SLC 
Interstate PICC 
Interstate CCLC 

(Revenue - TSLRIC) 
** ** 
**$** 
**$ ** 

**$ ** 
**$ ** 

**$ ** 
**$ ** 
**$ ** 

Total Residential Contribution to Shared/Joint/Common **$ ** 
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2 ** 2. Residential basic exchange service alone provides approximately ** 

the per-line contribution that USWC’s intrastate switched access provides, and 
over ** ** the per-line contribution that USWC’s intrastate toll services 
provide toward the shared, joint and common costs of USWC in Arizona.72 

3. The unbundled loop rate that the Commission approved for USWC is $21.98. 
Under the FCC’s Part 36 Separations requirements, 25% of the loop costs are 
allocated to the interstate jurisdiction and recovered in interstate rates. Therefore, 
the intrastate portion of the loop rate is $16.49 per month.73 The contribution 
above TSLIUC provided by residential local services alone (including charges for 
basic exchange service and vertical services) is ** ** per line, per-month. 
Therefore, the contribution from residential local services alone covers over 
** ** of the intrastate portion of the unbundled loop rate the Commission 
has established for USWC in Ari~ona.’~ 

4. The discussion in Item 3 does not even include the additional ** 
per month for the interstate EUCL charge (average of primary and additional line 
EUCL rate) that residential end users also must pay in order to obtain basic 
exchange service.75 

** per line, 

23 

24 

25 

Residential basic exchange service is currently contributing more toward the recovery of 

the joint, shared and common costs of providing telecommunications services in Arizona 

than is toll, switched access, or even vertical services. 

26 

27 

28 

$21.98 x 75% = $16.49. 73 

This contribution is conservative. I have used the UNE loop “rate’’ as if it were the loop “cost.” But the 
UNE loop rate already contains a 15% contribution to USWC’s overhead costs and attributed joint and 
common costs. (See ACC Decision 60635, page 13, dated January 30,1998, Docket No. U-3021-96-448 
et al.) Therefore, the contribution to shared costs is even higher than the figure stated above and shown 
on Schedule WDA-19. 

74 

75 This uses the rates that applied during the test year. I have not adjusted this for any increase in the 
interstate EUCL charge that may have occurred since that time. 
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C. COSTS ARE NOT "CAUSED" SOLELY BY BASIC EXCHANGE 
SERVICE 

Q. ARE THE LOOP COSTS "CAUSED" SOLELY BY BASIC EXCHANGE SERVICE? 

A. No. Some parties argue that the end user or basic exchange service directly causes the 

cost of basic exchange service, because it is the end user that orders telephone service. 

However, the major investment-related costs of the loop facilities were actually incurred 

as a result of the telephone company's decision to install those facilities. That decision 

was directly made by a telephone executive. The telephone executive's decision to incur 

the loop investment cost was not based solely on the desire to obtain basic exchange 

service revenues, but instead was based on the desire to obtain the whole family of 

telephone revenues that the loop facility would make possible. The average residential 

telephone bill per line is $55 per month nationwide. The bill for basic exchange service 

is only approximately 25% of that 

consider the entire family of revenues that would be generated by installing those 

facilities as part of the decision to install them. There is no evidence that as part of this 

decision, the revenues derived from the loop facilities for services other than basic 

exchange service are ignored. No rational analysis would ignore those revenues. Some 

of the revenues generated are not even revenues received from the end user. For 

example, an IXC terminating an interstate toll call at that location pays USWC switched 

access charges for the use of the loop facility to terminate toll traffic. The payment for 

that is received from the IXC. 

A rational telephone company executive would 

76 Household Telecommunications Expenditures by Type of Provider in 1998, (Table 3.6, FCC Reference 
Book of Rates, Price Indices, and Expenditures for Telephone Service, June, 1999. The average residential 
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19 

20 

Dr. Wilcox, in her testimony in this proceeding, correctly states that the companies 

consider more than just basic exchange revenues when they examine a particular 

customer. They also consider switched access revenues. Dr. Wilcox states: 

Each time U S WEST loses an existing or potentially new end-user customer to a 
facilities-based competitive local service provider, the Company also loses the 
ability to collect switched access charges for long distance calls going to and from 
that e n d - ~ s e r . ~ ~  

and; 

Quite simply, there is direct impact because the carrier that supplies local 
exchange service to a given end-user customer also controls the switched access 
to that customer.78 

The concept that USWC, or other companies, would consider only basic exchange 

service revenues when evaluating a particular customer location is incorrect, and is 

contrary to Dr. Wilcox's above statements. In addition, when a customer orders 

telephone service, they are not ordering just basic exchange service. They receive toll 

service, and a variety of other services all at the same time. 

21 

22 "CAUSED" BY ONE SERVICE? 

23 A. Yes. As USWC admitted in discovery, if a company does not avoid certain costs in the 

24 

Q. IS THERE AN ACCEPTED TEST TO DETERMINE WHETHER A COST IS 

long run when a service in question is eliminated (or not offered), while holding constant 

I 25 the production of all other services produced by the Company, those costs which are not 

rates paid directly to the LECs average $33 per month. 
77Wilcox Direct Testimony, page 29, line 23. 

78Wilcox Direct Testimony, page 1 1  , line 3. 
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eliminated if the service in question is eliminated are not properly considered to be 

"caused" by the provision of that service in que~tion.'~ 

As can be seen from the diagram on Schedule WDA-17, if USWC eliminated basic 

exchange service, while continuing to provide all other services which it currently 

provided, that would not eliminate the need for the loop facility. Therefore, the loop 

is not "caused" entirely by basic exchange service, but instead is caused by a whole 

family of services that share the loop facility. 

D. USWC'S INCLUSION OF 100% OF THE LOOP COST ON 
RESIDENTIAL BASIC EXCHANGE SERVICE (WHILE PLACING 

ost 

NONE OF IT ON THE OTHER SERVICES THAT SHARE THE LOOP 
FACILITIES) VIOLATES THE REQUIREMENTS AND FINDINGS OF 
THE TELECOMMUNICATIONS ACT OF 1996 (TA96), THE FCC, THE 
U.S. SUPREME COURT AND THE COMMISSIONS IN THE VAST 
MAJORITY OF OTHER STATES 

19 Q. DOES USWC'S RESIDENTIAL BASIC EXCHANGE COST STUDY IN THIS 

20 PROCEEDING VIOLATE TA96? 

21 A. Yes. Section 254(k) states: 

22 
23 
24 
25 
26 
27 
28 
29 
30 

Section 254(k)--SUBSIDY OF COMPETITIVE SERVICES PROHIBITED.--A 
telecommunications carrier may not use services that are not competitive to 
subsidize services that are subject to competition. The Commission, with respect 
to interstate services, and the States, with respect to intrastate services, shall 
establish any necessary cost allocation rules, accounting safeguards, and 
guidelines to ensure that services included in the definition of universal service 
bear no more than a reasonable share of the joint and common costs of facilities 
used to provide those services. 

I 

USWC response to Request WDA 2-007. 19 
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In this proceeding, USWC is placing 100% of the shared loop facility costs on basic 

exchange service, while proposing a "free ride" on those same facilities for toll, switched 

access, and other services. Basic exchange service is one of the "universal services." 

Q. DOES USWC'S RESIDENTIAL BASIC EXCHANGE COST STUDY VIOLATE THE 

ORDER OF THE U.S. SUPREME COURT? 

A. Yes. Decades ago, in Smith v. Illinois Bell Telephone, the U.S. Supreme Court reviewed 

a telephone company cost study which placed all of the loop costs on the intrastate 

exchange service. The U.S. Supreme Court rejected this, and required that an 

"apportionment" of these loop costs be made. The Court stated that unless an 

apportionment is made, an "undue burden'' would be placed upon the intrastate exchange 

services: 

The appellants insist that this method is erroneous, and they point to the 
indisputable fact that the subscriber's station, and the other facilities of the Illinois 
Company which are used in connecting with the long distance toll board, are 
employed in the interstate transmission and reception of messages. Whilethe 
difficulty in making an exact apportionment of the property is apparent, and 
extreme-nicety is k t  required,-only reasonable measures being essential (citations 
omitted) it is quite another matter to ignore altogether the actual uses to which the 
property is put. It is obvious that, unless an apportionment is made, the intrastate 
service to which the exchange property is allocated will bear an undue burden--to 
what extent is a matter of controversy. We think this subject requires further 
consideration, to the end that by some practical method the different uses of the 
property may be recognized and the return properly attributable to the intrastate 
service may be ascertained accordingly.'' (Emphasis added) 

*'Smith v. Ill. Bell Tel. Co., 282 U.S. 131, 150-151 (1930). 
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The Smith vs. IBT ruling is still the Supreme Court ruling in effect on this subject. This 

ruling is regularly referred to in current orders." The Supreme Court has specifically 

looked at the cost of the loop facilities, and found that you cannot properly allocate all of 

those costs to just one of the services that shares that facility, and "ignore altogether the 

I 

5 

6 

7 

8 Q. DOES USWC'S RESIDENTIAL BASIC EXCHANGE COST STUDY VIOLATE THE 

9 REQUIREMENTS OF THE FCC? 

actual uses to which the property is put." This Supreme Court requirement is valid 

requirement that must be met today. 

10 A. Yes. The FCC's Part 36 Separations Rules require 25% of the costs of the shared loop 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

facilities be allocated to the interstate jurisdiction.'* The separations procedures are the 

result of a FCC-State Joint Board proceeding. Section 410(C) of the 

Telecommunications Act of 1934, as amended, makes the use of the separations as 

established in the Joint Board proceeding mandatory on both the FCC and state 

commissions. Therefore, a 25% allocation of the loop costs to the interstate jurisdiction 

is mandatory. However, as discussed, US WC's residential basic exchange service cost 

study makes no allocation of these costs to the interstate jurisdiction. Rather USWC 

places 100% of these costs on residential basic exchange, which is an intrastate service. 

In addition, the FCC has on numerous occasions stated that the loop facility costs are 

"common" costs, and not just costs of local service. For example, 

' ?he  FCC, in its recent Access Charge Reform Order dated May 8, 1997, referred to this case in Footnote 
23. 

"CC Docket No. 80-286, Notice of Proposed Rulemaking and Notice of Inquiry at 24, (FCC July 13, 
1995). 
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[Ilnterstate access is typically provided using the same loops and line cards that 
are used to provide local service. The costs of these elements are, therefore, 
common to the provision of both local and long-distance services.83 

6 Q. DOES USWC'S RESIDENTIAL BASIC EXCHANGE COST STUDY VIOLATE THE 

7 FINDINGS OF THE FCC-STATE JOINT BOARD? 

8 A. Yes. Both the FCC-State Joint Boards4 and the FCC properly concluded that recovery of 

9 the cost which includes the loop facilities should be spread over the family of services 

10 that share those facilities: 

11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
234. 

24 

As the Joint Board recommended, the revenue benchmark should 
take account not only of the retail price currently charged for local 
service, but also of other revenues the carrier receives as a result of 
providing service, including vertical service revenue and interstate 
and intrastate access reven~es. '~ 

We include revenues from discretionary services in the benchmark 
for additional reasons. ... Revenues from services in addition to the 
supported services should, and do, contribute to the joint and 
common costs they share with the supported services.86 (Emphasis 
added) 

DOES USWC'S RESIDENTIAL BASIC EXCHANGE COST STUDY VIOLATE THE 

ORDERS OF THE COMMISSIONS IN THE VAST MAJORITY OF OTHER 

25 STATES? 

8311 237, Notice of Proposed Rulemaking, Third Report and Order, and Notice of Inquiry, CC Docket No. 
96-262 et al.,adopted December 23, 1996 and released December 24, 1996. 

84The FCC-State Joint Board is made up of both state commissioners and FCC commissioners. 

8sl1200, Report and Order, CC Docket No. 96-45, FCC 97-157, adopted May 7, 1997, released May 8, 
1997 (hereinafter referred to as the Universal Sewice &der). 

86fi261, Universal Service Order, FCC 97-157. 
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A. Yes. Numerous state commissions have found that the loop is a shared/joint/common 

cost, and that it is not a cost of just basic exchange or local service. Here are a few 

In an Order dated October 28, 1998, the Indiana Utility and Regulatory Commission 

(IURC) specifically found that assigning 100% of the loop cost to one service would 

7 violate Section 254(k) of TA96. It found the loop was "included in the definition of 

8 common and joint costs." The IURC found that, 

9 
10 
1 1  
12 
13 
14 
15 
16 

For purposes of resolving 'takings' claims and 'a reasonable share of the 
joint and common costs of facilities used to provide those services,' the 
loop must, therefore, be included in the definition of common and joint 
costs in order to determine confiscation claims and to be in compliance 
with the second sentence of Section 254(k). We find that the direct 
assignment of 100 percent of the loop costs to any one service would be a 
violation of the second sentence of Section 254(k).87 

17 In tile State of Utah, the Commission specifically found: 

18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 

We are troubled by the Company's failure to take into account 
Commission past orders which deal with some of the pivotal issues 
and assumptions which go into the calculation of TSLRIC. One 
failure, in particular, is the Company's decision to assign all costs 
of access lines to basic residential service ... The Commission has 
already rejected the Company's premise that the only purpose of 
access lines, the local loop, is for the customer to obtain a dial tone 
or local service. Without the local loop, the end user would not 
have access to switched access products or use of toll services.88 

In the State of Iowa, the Utilities Board found: 

~ 

871ndiana Utility Regulatory Commission Order, Cause No. 40785, Section V.(C) Common and Joint Costs, 
Issued October 28, 1998. 

'%S West Communications, Inc Docket No. 95-049-05, Report and Order, page 95 (Issued November 6, 
1995). 
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The local loop is the sine qua non of virtually all of Northwestern 
Bell's products and services. Equity demands that the costs 
associated with the local loop be allocated reasonably to all the 
products and services which rely upon it. Unless the costs of the 
local loop are equitably allocated, local service customers would 
be shown in cost studies as not paying sufficient amounts for their 
services and, thus, prime candidates for significant price increases. 
Just coincidentally, the great majority of local service customers 
demonstrate an inelastic demand for telephone service making 
them vulnerable to large price increases (TR 83-84). This flaw 
alone makes the LRIC study unac~eptable.~~ (emphasis in original) 

In another Order: 

Designating the access line as a separate service and allocating all 
of its costs to the local service customer continues to be a major 
problem with U S WEST'S LRIC meth~dology.~' 

The Washington Utilities and Transportation Commission found: 

Finally, the residential cost study contains a basic flaw: USWC 
improperly allocates 100% of the local loop to residential service, 
and 0% to services that rely and depend on the use of that facility. 
The Commission in the past has addressed this issue and found it 
appropriate to allocate a portion of the loop costs to toll and other 
services. 91 

The Colorado Public Utilities Commission found: 

The second argument defines the local loop as a system. This 
system has many different users demanding service, including 
residential customers; small, medium and large businesses; 
governmental bodies; resellers; long distance companies; and 
others. A local loop is required and used by all of these users. 
Consequently, it has value to all of these users, and all should pay 
a portion of customer access.92 

The New Hampshire Publ.ic Utilities Commission found: 

*%orthwestern Bell Tel. Co., Docket No. RPU-88-9, Final Decision and Order, p. 10 (IUB Dec. 22, 1989). 

9'kJS West Communications, Inc., Docket No. RPU-94-1, Final Decision and Order, p. 13 (IUB Nov. 21, 
1994). 

91US West Communications, Inc. Docket No. UT-941464 et al, Fourth Supplemental Order at 39. (WUTC 
Oct. 1995) 
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16 exchange services is ~nreasonable.'~ 
17 
18 

The commission is well aware of the company's claim that basic 
local exchange service has been and continues to be subsidized by 
toll. In the past, the notion of various services contributing to the 
support of basic exchange has been reinforced by cost studies that 
have served to demonstrate that the 'contribution' paid by 
customers of other services represents a disproportionately greater 
share of the company's incurred costs. These studies have served 
to mislead due to the company's decisions to assign NTS costs to 
local exchange services despite the fact that both interstate and 
state toll services are provided over local NTS facilities. Without 
local exchange facilities there would be no mechanism to connect 
interexchange services to the majority of customers premises. 
Since clearly the availability of the local network for toll use is a 
benefit to interexchange carriers and all toll customers, the 
Commission believes that assignment of NTS costs solely to local 

Q. WHAT HAS NARUC STATED? 

19 A. Yes. The general position of most of the state commissions is summarized by the 

20 National Association of Regulatory Commissioners' (NARUC) statement, 

21 
22 
23 
24 
25 

Interexchange carriers should pay a portion of the NTS loop cost because they use 
the LECs loop to provide their services.94 

Q. DO YOU BELIEVE THAT IT IS NECESSARY TO MAKE A SPECIFIC 

26 ALLOCATION OF THE COSTS OF THE SHARED LOOP FACILITY TO EACH OF 

27 THE SERVICES THAT SHARE THE LOOP FACILITY? 

28 A. No. I do not believe that it is necessary to make a specific allocation of the costs of the 

29 shared loop facilities costs to each of the services that share the loop facilities. Instead, I 

30 recommend that the Commission insure that the contribution (revenues above TSLRIC) 

31 that each service is making toward the shared, joint and common costs of USWC 

92Page 19, Colorado Public Utilities Commission Order, I&S Docket No. 1720, dated March 20, 1987. 
93Pages 39-40, New Hampshire Public Utilities Commission Order, Docket No. DR-89-010, dated March 

11, 1991. 

No. 96-262, January 29, 1997. 
94Page 13, Initial Comments of the National Association of Regulatory Utility Commissioners, CC Docket 
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(including the shared loop costs) is reasonable. Residential local service is clearly 

making a very significant contribution towards the joint, shared, and common costs. The 

contribution to joint, shared, and common costs that is being produced by residential 

basic exchange service at present rates, is clearly within the range of reasonableness for 

such contribution, and even appears to be on the high side of the range of reasonableness, 

as shown on Schedule WDA-19. Therefore, I recommend that the Commission find that 

the current residential basic exchange rates are making a reasonable contribution toward 

the recovery of the shared, joint and common costs (including the shared loop costs). 

IN THIS PROCEEDING, YOU ARE NOT RECOMMENDING THAT THE 

COMMISSION MAKE ANY ALLOCATIONS OF THE SHARED LOOP COSTS 

AMONG THE VARIOUS SERVICES THAT SHARE THE LOOP FACILITIES. 

HOWEVER, IF THE COMMISSION WANTED TO MAKE AN ALLOCATION OF 

THE SHARED LOOP FACILITY COSTS, CAN YOU PROVIDE ANY 

INFORMATION THAT WOULD SERVE AS GUIDANCE FOR A REASONABLE 

RANGE OF ALLOCATIONS OF LOOP COSTS TO RESIDENTIAL BASIC 

EXCHANGE SERVICE? 

Yes. Although it is not necessary for the Commission to attempt to determine some 

specific figure as being the "reasonable" and "proportionate" share of the loop cost to be 

recovered from local services, there are some basic facts that allow us to narrow down the 

range of possible cost recovery allocations of the loop facility costs to residential basic 

exchange service. 
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(1) First of all, in Smith vs. IBT, the U.S. Supreme Court rejected placing all of the loop 

costs on intrastate local service, therefore the allocation of loop costs to residential basic 

exchange service must be less than 100% in order to comply with this requirement. 

(2) Secondly, the FCC-State Joint Board Part 36 rules allocate 25% of the loop facility 

costs to the interstate jurisdiction, and 75% to the intrastate j~r i sd ic t ion .~~ The 

Communications Act of 1934 makes the Joint Board separations allocations mandatory 

on state commissions, as well as on the FCC. Therefore, only 75% of the loop costs can 

be considered in an intrastate proceeding, such as this. It is important to note that in its 

residential basic exchange service TSLRIC cost study, USWC did not even exclude the 

25% of the loop cost that is the interstate costs. 

For example, assume the $21 .9896 unseparated loop "rate" is used for the loop cost. Even 

with just the 25% interstate costs removed, the highest amount that could be considered 

the intrastate loop cost would be $16.48 (75%). In fact, the "cost" is below this figure, 

because the UNE loop "rate" includes a 15% coverage ofjoint and common costs as 

previously discussed. 

(3) The portion of the loop cost that should be recovered from intrastate local service has 

to be significantly less than 75%, since other intrastate services share the loop facility 

(such as intrastate toll, intrastate switched access services, vertical services, etc.). For the 

same reason that some portion of the loop cost is allocated to the interstate jurisdiction 

95Part 36.154(c). 

is the rate the Commission has established as the unbundled loop rate for USWC in Arizona. See 
USWC's response to Data Request WDA 2-35. 
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(i.e. because interstate toll and switched access services share the loop), some portion of 

the loop costs must also be recovered from intrastate toll, intrastate switched access 

services and vertical services since they also share the loop facilities. 

Within these limits, the exact portion of the loop costs that is recovered from residential 

basic is judgmental. As the FCC has stated: 

A telecommunications carrier will typically provide these services, together with 
numerous other telecommunications service, over a single network because the 
total cost of providing these services on shared facilities, under shared 
management, is less than the combined cost of providing these services on 
separate facilities particularly under separate management operations. A 
substantial portion of these costs of shared facilities and operations are joint and 
common costs; it is difficult, if not impossible to approximate the actual portion 
of such costs for which each product or service is responsible. For these types of 
costs, considerations other than cost causation must prevail in determining how 
the costs should be allocated among various services. 97 

These costs pose particularly difficult problems for the separations 
process: The costs of such facilities cannot be allocated on the basis of 
cost-causation principles because all of the facilities would be required 
even if they were used only to provide local service or only to provide 
interstate access services. A significant illustration of this problem is 
allocating the cost of the local loop, which is needed both to provide local 
telephone service as well as to originate and terminal long-distance calls. 
The current separations rules allocate 25 percent of the cost of the local 
loop to the interstate jurisdiction for recovery through interstate charges.98 

As the FCC has clearly stated, within these limits the recovery of the loop cost is 

judgmental. 

971mplementation of §254(k) of the Communications Act of 1934, as amended, Order adopted and released 
May 8,1998, Paragraph 8. 

'?T23, FCCAccess Charge Reform Order, FCC 97-158. 
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In this proceeding, I do not believe the Commission needs to try to select any particular 

allocation percentage, since it is obvious that, even at present rates, the contribution that 

residential basic exchange service is making towards the joint and common costs is more 

than ample, and falls well within the range of reasonableness. 

I 

7 
8 
9 

10 

E. WHEN BILLING FOR SEVERAL SERVICES, USWC PLACES ALL OF 
THE COST OF THE STANDARD ENVELOPE AND FIRST UNIT OF 
POSTAGE ON BASIC EXCHANGE SERVICE 

11 Q. YOU HAVE PREVIOUSLY DEMONSTRATED THAT USWC PLACES ALL OF 

12 THE LOOP COSTS ON BASIC EXCHANGE SERVICE, IN SPITE OF THE FACT 

13 THAT THE LOOP IS SHARED BY SEVERAL SERVICES. DOES USWC PLACE 

14 OTHER COSTS THAT ARE SHARED BY MORE THAN ONE SERVICE ENTIRELY 

15 UPON BASIC EXCHANGE SERVICE? 

16 A. Yes. Take as an example a residential customer's bill from USWC which contains billing 

17 for some intrastate toll calls, some interstate toll calls, for custom calling service, and 

18 local service. In its so-called TSLRIC studies, USWC places the - full cost of the standard 

19 sized envelope and first unit of postage used to send that bill entirely in the TSLRIC of 

20 basic exchange service.99 USWC has admitted this in response to Data Requests WDA 

21 1-44 and WDA 25-1. However, USWC includes none of the standard envelope or first 

I 22 unit of postage cost in its TSLWC of toll services, or other non-basic services. 

I 23 

"The first unit of postage is the postage for one ounce (one "stamp" for those who use stamps). 
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This is yet another example of USWC’s selective violation of the TSLRIC definition in 

order to disadvantage basic exchange services as compared to other services. As 

previously discussed, proper TSLRICs do not include the shared costs. USWC does not 

violate the TSLRIC definition for toll or other non-basic services. However, USWC 

selectively violates the TSLRIC definition by including all of these shared costs in the 

claimed TSLRIC of basic exchange service. 

The cost of the first unit of postage and the standard envelope are shared costs of the 

services for which billing is occurring. These shared billing costs benefit all of the 

services that are being billed for, but USWC allocates all of the standard envelope and 

first unit of postage costs to basic exchange service. 

IV. RATE DESIGN 

15 Q. WILL YOU PLEASE PROVIDE AN OVERVIEW OF USWC’S RATE DESIGN 

16 PROPOSALS IN THIS PROCEEDING? 

17 A. Yes. The overall revenue impacts of the major rate changes under USWC’s proposed rate 

18 design are summarized below by service category: 

19 Service Proposed Revenue Change 

20 
21 
22 
23 
24 
25 
26 
27 

Residence Basic Exchange 
Business Basic Exchange 
Market Expansion Line 
Long Distance Services 
Directory Assistance 
Listings 
Custom Calling 
Start-up Package Elimination 

$43,686,364 
$1,788,036 
($559,705) 
($1,693,703) 
$19,743,296 
$ 9,476,737 
$ 7,455,163 
$ 60,000 
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1 Toll Restriction Services $ 7,955,484loo 

1 2  
Switched Access $ (5,000,000) 

I 3 Private Line $ 5,600,000 
4 PAL $ (7,900) 
5 PAL Directory Assistance $ 1,700,000'0' 
6 

7 A. USWC RATE PROPOSALS WHICH STAFF DOES NOT OPPOSE 

8 

9 Q. ARE THERE USWC RATE PROPOSALS THAT YOU DO NOT OPPOSE IN THIS 

I 

10 PROCEEDING? 

11 A. Yes. Below is a list of some of the USWC rate proposals that I do not oppose in this 

12 

13 

14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 

proceeding, and the page(s) of the USWC witness that discusses each of these proposed 

rate changes: 

1. Reduce Residential Non-Recurring Charge (Teitzel Direct, page 39) 
2. Eliminate Multi-Party Service for Residence and Business (Teitzel Direct, Page 40) 
3. Bundle Business Dial Tone Line w/ Local Usage Components, (Teitzel Direct, Page 43) 
4. Restructure Bus. Resalehharing Measured Local Usage, p. 45, (Teitzel Direct, Page 45) 
5. Increase Business Resale Line Monthly Rate, (Teitzel Direct, Page 45) 
6. Eliminate Business and Residence Zone Connection Charges, (Teitzel Direct, Page 39) 
7. Reduce Market Expansion Line Monthly Rate, (Teitzel Supplemental Direct, Page 41) 
8. Increase BusinedResidence Internet Listings Monthly Rate, (Teitzel Direct, Page 59) 
9. Increase Business E-Mail Listings Monthly Rate, (Teitzel Direct, Page 59) 
10. Caller I.D. - Namemumber - Increase Res. Monthly Rate, (Teitzel Direct, Page 61) 
11. Caller I.D. - Number - Increase Residence Monthly Rate, (Teitzel Direct, Page 61) 
12. USWC Receptionist - Namemumber - Increase Res. Monthly Rate, (Teitzel Dir, P. 61) 
13. USWC Receptionist - Number - Increase Res. Monthly Rate, (Teitzel Direct, Page 61) 
14. Grandfather Business Custom Calling Packages, (Teitzel Direct, Page 63) 
15. Grandfather SingleNumber Service, (Teitzel Direct, Page 64) 
16. Eliminate Scoopline service (McIntyre Supplemental Direct, page 15) 
17. Eliminate Scoopline Access Restriction, (Teitzel Direct, Page 66) 
18. Increase NRC for 1OXXX1+/1OXXXO11+ Block, (Teitzel Supp. Dir., Ex. DLT-47) 
19. Change Monthly Rates for 91 1 and E-911 Service, (Teitzel Direct, Page 45) 
20. Eliminate Start-up packages (Teitzel Supplemental Direct Testimony, page 48) 
21. Increase Carrier Directory Assistance (Wilcox Direct Testimony, page 1 1) 
22. Increase some Switched Access NRCs, (Wilcox Direct, page 12) 

'OOTeitzel Supplemental Direct Testimony Exhibit DLT-48. 

McIntyre Supplemental Direct Testimony, page 4. 101 

61 



1 
2 
3 
4 Exhibit DLT-46) 
5 
6 
7 
8 

23. Revise service maintenance charges and due date changes - switched accesdprivate 
Line (Wilcox Dir., p. 12) 
24. Increase Rates for Last Call Return service (Teitzel Supplemental Direct Testimony 

25. Establish a $12.50 residentialbusiness NRC for Billed Number Screening (Teitzel 
Supplemental Direct Testimony Exhibit DLT-47) 
26. Increase Premium Listing rates (Teitzel Direct, Exhibit DLT-20) 

9 In addition, there are other USWC proposals, or portions of USWC proposals that Staff 

10 does not oppose, as will be discussed later. 

11 

12 Q. IS THERE ONE OF THE ABOVE USWC RATE PROPOSALS THAT YOU 

13 STRONGLY SUPPORT? 

14 A. Yes. Mr. Teitzel proposes to reduce the residential non-recurring charge from $46.50 to 

15 $35.00. AS Mr. Teitzel points out, USWC's residential non-recurring charge in Arizona 

16 is the highest of all the states in USWC's 14-state region.lo2 A high non-recurring charge 

17 can be a barrier to universal service. I support this reduction. 

18 

19 B. RESIDENCE BASIC EXCHANGE SERVICE 

20 (1). lFR, TAP AND LIFELINE RATE PROPOSALS 

21 

22 Q. WHAT DOES USWC PROPOSE FOR FLAT RATE RESIDENTIAL BASIC 

23 EXCHANGE SERVICE IN THIS PROCEEDING? 

24 A. USWC proposes to increase the initial line of flat-rate residential basic exchange rate by 

25 19% fi-om $13.18 to $15.68 per month.lo3 For additional lines, USWC proposes to 

26 maintain the current rates, in order to "reflect the manner in which U S WEST'S 

'02 Teitzel Direct, page 39. 
'03Teitzel Supplemental Direct Testimony, page 39. 
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1 competitors are pricing non-primary lines in Arizona, and in recognition of the fact that 

additional residential lines are assessed an End User Common Line (EUCL) charge of 

$6.07 per line, while primary lines are assessed an EUCL charge of $3.5O."lo4 

Q. WHAT DOES USWC PROPOSE FOR LOW INCOME TELEPHONE ASSISTANCE 

PROGRAM AND LIFELINE SERVICE RATES? 

A. Under USWC's proposed rates, Low Income Telephone Assistance Program"' and 

Lifeline service customers would experience drastic increases in their monthly rates. 

Under USWC's proposal, customers in the Low Income Telephone Assistance Program 

(LTAP) would see a 23% increase in the monthly rate for the flat rate service. 

Lifeline customers'06 would see a 2 1 % increase in the monthly rate for the flat rate 

service under USWC's proposal. A comparison of the current and proposed LTAP and 

Lifeline rates is shown below: 

Current Proposed 
Rate Rate Increase % Increase 

LTAP Flat Rate Option $ 8.05 $ 9.92 $1.87 23% 
LTAP LOW Use ~ p t i o n " ~  $ 4.58 $ 6.44 $1.86 40% 
Lifeline Flat Rate Option $1 1.43 $13.93 $2.50 21% 
Lifeline Low Use Option $ 6.75 $ 9.25 $2.50 37%'08 

Teitzel Supplemental Direct Testimony, page 39, line 25. 104 

IO5 Low Income Telephone Assistance Program customers only have two single party basic service options 
- flat rate service and a low use option. 

Lifeline customers also have the option of choosing between flat rate service and a low use option. 
Additional charges for usage also apply for both the LTAP and Lifeline Low Use options. 107 

'"Teitzel Supplemental Direct Testimony, page 39. 
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1 Q. DOES STAFF SUPPORT THE ABOVE-REFERENCED PROPOSALS FOR lFR, TAP 

I 2 AND LIFELINE? 

3 A. No. Staff recommends that USWC's proposed lFR, TAP and Lifeline rate proposals be 

4 

5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

I , 
I 
I 
I 

rejected for all of the following reasons: 

1. USWC's proposals are based on the flawed premise that residential basic 
exchange service rates are priced below cost. These proposed increases are based 
upon USWC selectively violating the TSLRIC definition by including 100% of 
the common line costs in the claimed costs of residential basic exchange service. 
The current residential basic exchange service rates are greatly in excess of the 
residential basic exchange TSLRIC, when TSLRIC is properly calculated, as 
shown on Schedule WDA-19. 

2. At current rates, residential basic exchange service is already shouldering more of 
the burden of contributing in excess of TSLRIC costs toward the shared, joint and 
common costs (including the shared loop facility costs) than is any other service 
which shares the residential loop facilities, as shown on Schedule WDA-19. 

3. These proposed increases would damage universal service in Arizona, as will be 
discussed later. 

The simple fact is that the current rates for residential basic exchange service are 

currently covering all of the direct costs, a reasonable portion of the costs of the shared 

facilities used to provide the services, and are making a significant contribution to the 

common overhead costs of USWC. B y  any valid measure of cost, the current rates for 

residential basic exchange services are reasonable. 

The justification that USWC gave for the difference between the initial and additional 

line, that the interstate EUCL charge was different, is not a valid reason. The EUCL 

charge is an interstate charge imposed by the FCC. If USWC does not agree with the 
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FCC's decision, it is not appropriate to ask the state commission to effectively "offset" the 

FCC's decision. 

USWC's proposal, which is for a higher charge on the initial line than on the additional 

lines, would tend to damage universal service. The "additional" line is not critical for 

universal service. Customers who have one line have telephone service, and have the 

ability to call in the event of emergencies, and otherwise interact with their community. 

The "additional" line is not critical to universal service. In addition, the difference 

between the residential primary line and additional lines in the EUCL charge is now 

different than it was when USWC presented its testimony. On July 1,2000, the 

residential primary line EUCL charge went from $3.50 to $4.35. However, there is not a 

similar increase in the residential additional line SLC. 

(2) STAFF PROPOSED RATE DESIGN 

16 Q. WHAT DOES STAFF PROPOSE FOR RESIDENTIAL BASIC EXCHANGE 

17 SERVICE RATES? 

18 A. Staffs proposal for these and other rates is shown on Schedule WDA-20. The rate design 

19 Staff proposes are for a range of revenue requirement possibilities. At the top of page 1 

20 of Schedule WDA-20, a summary of Staffs rate design proposals for services other than 

21 residential and business basic exchange services is presented. I will discuss those 

22 proposals later in this testimony. The bottom of page 1 of Schedule WDA-20 shows 

23 Staffs proposed residential and business basic exchange service rates. Staffs proposed 
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residential and business basic exchange service rates would be calculated based upon the 

revenue requirement ordered by the Commission. Under Staffs proposal, as the first step 

in changing the basic exchange rates, the business basic rates would be reduced $2 from 

their current level. The purpose of this reduction is to modify the existing relationship 

that exists between residential and business basic exchange services. There are some 

valid reasons for a difference between business and residential basic exchange service. 

For example, business basic exchange service includes a valuable yellow page listing 

which is not included with residential basic exchange. Business basic exchange service is 

generally tax deductible to the customer, but residential basic generally is not. This 

affects the "affordability", which is an issue that must properly be considered in rate 

design. However, I am proposing to reduce the difference between residence and 

business basic exchange, by reducing the business basic exchange rate by $2 per line, 

with no equivalent residential reduction. As a next step after all of the rate changes 

previously listed on Schedule WDA-20 are accomplished, then both the residential and 

business basic exchange service rates would be increased or decreased by the same dollar 

amount per line in order to achieve the approved revenue requirement. At the bottom of 

Schedule WDA-20, page 1, the amount by which each residential and business basic 

exchange rate must be changed for each $1 million change in revenue requirement is 

shown. 

Pages 2 and 3 of Schedule WDA-20 show Staffs proposal in more detail, with specific 

rates that would be produced at various revenue requirements. 
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(3). BASIC SERVICE LOW USE OPTION 

~ 

3 Q. WHAT CHANGES DOES MR. TEITZEL PROPOSE FOR ALL RESIDENTIAL LOW 

4 USE OPTION CUSTOMERS? 

5 A. As discussed on page 38 of his originally filed Direct Testimony, Mr. Teitzel proposes to 

6 convert all residential "Low Use Option" customers to a new measured service option 

7 called "Budget Measured Plan." Under Mr. Teitzel's proposed plan, customers will pay 

8 an increased line rate from their previous rate of $8.50 per month to a new rate of $1 1 .OO 

9 per month. This is the same $2.50 per line increase USWC has proposed for flat rate 

10 residential service. The line rate will include one hour of usage, with any usage 

11 exceeding the hour being charged at a rate of $0.02 per minute. Under the existing Low 

12 Use Option, all calls are charged at a rate of $0.20 per call. 

13 

14 Q. WHAT RATIONALE DOES MR. TEITZEL PROVIDE FOR HIS LOW USE OPTION 

15 PROPOSAL? 

16 A. Mr. Teitzel claims that he is making this proposal to "better meet the needs of the Low 

17 

18 
19 
20 attractive. lo  

21 

22 Q. IS THE RELATIONSHIP THAT MR. TEITZEL PROPOSES BETWEEN THE 

23 

Use Option C u s t ~ m e r . " ' ~ ~  In addition, Mr. Teitzel argues: 

A very small percentage of customers subscribe to the service, as the $0.20 per 
call charge, when added to the line rate, quickly makes flat rate service more 

BUDGET MEASURED PLAN AND FLAT RATE OPTIONS REASONABLE? 

logTeitzel Direct Testimony, page 38, line 27. 

Teitzel Direct Testimony, Page 38, line 20. I IO 
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A. No. Under USWC's proposal, the line rate for the Budget Measured Plan would be $4.80 

below the line rate for flat rate service. However, the cost of flat rate usage is much less 

than the $4.68 difference which USWC proposes. Therefore, the difference between 

these two rates is greater than can be explained by the fact that the flat rate includes usage 

whereas the measured rate does. The cost for local usage at the average for that rate level 

is ** 

In the past, the excessive discount from the flat rate charge for the "low use" line was 

made up for by the high charge for usage. However, under the new Budget Measured 

Plan, there is an hour of free usage, and after that the usage is 2$ per call. Under the new 

proposal, the usage charge would not produce as large a contribution to make up the 

excessive difference in the line rates. The low use customers only make an average of 

about ** ** calls a month.' ' ' If five minutes per call is assumed, the average low use 

customers would be making about ** 

proposal contains an hour of uncharged usage. 

The above discussion uses the existing flat rate as the starting point. If the flat rate is 

increased or decreased, as shown on the bottom of Schedule WDA-20, page 1, the 

Budget Measured Plan line rate would increase or decrease along with it, so as to 

maintain the above-referenced $3 .OO differential. Therefore, the average Budget 

Measured Plan customer would pay nothing for usage, and would pay a line charge of 

$4.68 below the flat rate. Providing service to these customers at $4.68 less than the 

service is provided to the flat rate customers, is a differential significantly greater than the 

difference in the cost of providing the service. 

**, as shown on Schedule WDA-18. This figure is from USWC's cost studies. 

** of calls per month. The new USWC 

'llUSWC's response to Data Request WDA 1-2, Attachment A. 
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2 Q. WHAT DO YOU RECOMMEND? 

3 A. I recommend that the Budget Measured Plan line rate, with the inclusion of one hour of 

4 usage, be set $3.00 below the flat rate. After the one hour of usage is exceeded, the 

5 USWC proposed rate of 26 per minute is acceptable. This is not a rate increase for the 

6 current customers. The current low use customers make an average of about ** 

7 calls per month, which at 206 each, would result in a ** 

8 When this is added to their $8.50 current rate, the low use customers would have an 

9 average bill of ** **. Under my proposal, using the existing $13.18 as a starting 

10 point, the flat rate per line charge would be $3.00 below that, which is $10.18. The 

11 average low use customer would pay no usage charge (because their usage falls within 

12 the one hour of usage allowance).'** 

13 

14 C. ZONE INCREMENT CHARGES 
15 

16 Q. WHAT CHANGES DOES MR. TEITZEL PROPOSE TO MAKE TO THE 

17 

18 

19 A. Mr. Teitzel proposes to expand the base rate area, thereby reducing the number of 

20 

** 

** per month usage charge. 

R E C U " G  ZONE INCREMENT CHARGES THAT APPLY CUSTOMERS 

LOCATED OUTSIDE OF THE BASE RATE AREA? 

customers that will be required to pay the recurring zone increment charges.Il3 Under the 

21 current zone increment structure, ** ** residence and ** ** business 

22 customer lines are charged a zone increment charge. Under USWC's proposal to expand 

' I 2  The $1 1.00 rate that USWC discusses compares to the $15.68 residential flat rate proposal, which is the 
same difference of $4.80 between the $8.50 current rate and $13.18 current rate. 
'I3Teitzel Direct, page 42, line 16. 
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the base rate area, the number of customer lines that will be considered outside the base 

rate area (and therefore charged a zone increment charge) would be reduced to 

** ** for residence and ** ** for bu~iness."~ For these customers that 

remain outside of the base rate area after the proposed expansion, Mr. Teitzel proposes to 

increase the zone increment charges. The current and USWC's proposed residence and 

business recurring zone increment charges are shown below: 

Current Rate 
Residence 
Zone 1 $1.00 
Zone 2 $3.00 

Business 
Zone 1 $1.00 
Zone 2 $3.00 

USWC ProDosed Rate 

$5.00 
$7.00 

$10.00 
$1 5 .00115 

17 Q. WHAT IS THE BASIS FOR MR. TEITZEL'S PROPOSED INCREASES FOR THE 

18 RECURRING ZONE INCREMENT CHARGES? 

19 A. As discussed on pages 37-38 of his Supplemental Direct Testimony, Mr. Teitzel's 

20 

21 in Docket No. T-00000A-00-0194. 

22 

23 

24 ISSUE? 

proposed rates are in response to USWC's proposed de-averaged rates for the UNE loop 

Q. CAN YOU PLEASE PRESENT AN ANALYSIS OF THIS ZONE INCREMENT 

"4USWC's Recurring Priceouts 1999 Test Year, provided in response to Data Request WDA 21-3, Section 
E. 

"'Teitzel Supplemental Direct Testimony, page 38. 
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A. Yes. Nationwide, the trend has been to completely eliminate the OBRA charges. For 

example, the independent telephone companies, funded by the agency formerly known as 

the Rural Electric Administration (REA) generally have eliminated the OBRA charges. 

First of all, it must be understood that the proposed OBRA charges generally apply only 

to certain rural customers, and do not generally apply to customers in certain urban wire 

centers. For example, there are no areas in the Phoenix Main wire center or Tuscon Main 

wire centers in which the OBRA rates would apply 

For those certain rural customers, imposing OBRA charges is effectively the same as 

imposing a higher basic rate on those customers than is imposed on urban customers. For 

example, the Zone 2 customer under USWC's proposal can be displayed as shown below: 

Effective Proposed Basic 
Exchange Rate for Certain USWC Proposed "Urban" 

Basic Exchange Rate Rural Customers 

Residential $15.68 
OBRA Rate (Zone 2 )  

Total Effective 
Basic Exchange Rate $15.68 

$15.68 
7.00 

$22.68 

Charging higher rates to rural customers than are charged to urban customers for similar 

services conflicts with a number of public policy requirements. For example, Section 

254(b)(3) of TA96 states: 

ACCESS IN RURAL AND HIGH COST AREAS - - Consumers in all regions of 
the Nation, including low-income customers and those in rural, insular, and high 
cost areas, should have access to telecommunications and information services, 
including interexchange services and advanced telecommunications and 
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information services, that are reasonably comparable to those services provided in 
urban areas and that are available at rates that are reasonably comparable to rates 
charged for similar services in urban areas.116 

Of course, "similar" is a judgement, but USWC is clearly decreasing the similarity 

between the urban and rural rates under their proposal. In addition, TA96 requires that 

the rates for service be "affordable," Section 254(b)( 1) states: 

8 
9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

QUALITY AND RATES.--Quality services should be available at just, reasonable, 
and affordable rates. 

Affordability is also a matter of judgement. However, USWC's proposal would make the 

basic exchange service rates significantly less affordable in the affected rural areas. As 

discussed, above, the US WC proposed rate for basic exchange plus outside base rate area 

for Zone 2 rural customers is $22.68. In addition to this, the customers must pay the 

$4.35 interstate EUCL charge. When normal taxes and surcharges are added, the rural 

customers are looking at a rate just to have basic exchange service in the area of $30 per 

line per month. In addition to the approximate $30 charge for basic exchange service, 

rural customers on the average already pay much higher toll bills than do urban 

customers, because of the difference in the local calling areas, as will be discussed later. 

20 

21 Q. ON PAGES 36-38 OF HIS SUPPLEMENTAL DIRECT, MR. TEITZEL DISCUSSES 

22 THE COMMISSION'S ACTION TO DE-AVERAGE UNBUNDLED LOOP RATES IN 

23 

24 

25 

ARIZONA, AND CLAIMS THAT IN ORDER TO "MAINTAIN A REASONABLE 

RELATIONSHIP BETWEEN UNE LOOP PRICES AND RETAIL PRICES", THE 

ZONE INCREMENT CHARGES FOR BASIC EXCHANGE SERVICE SHOULD BE 

'16§254 (b) (3), Federal Telecommunications Act of 1934 (1996 Amended). 
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INCREASED. DOES UNE LOOP DE-AVERAGING PROMPT A NEED TO 

INCREASE THE ZONE INCREMENT CHARGES? 

A. No. In order to determine whether or not a "reasonable relationship" exists between UNE 

loop prices and retail rates, you must compare the retail revenues obtained from all of the 

services that share the loop facilities to the costs of providing all services that share the 

loop facilities (including the cost of the UNE loop). Since the loop facility is shared by a 

number of different services, a study that compares the total contribution over and above 

direct cost derived from the family of services that share the loop facilities should be 

conducted to determine if a l'reasonable relationship" exists between the UNE loop prices 

and retail prices. 

Due to Mr. Teitzel's erroneous view of the loop facility as a cost of providing only basic 

exchange service, Mr. Teitzel has improperly linked a change in the price for the 

unbundled loop with a proposal to change the retail price for just one of the services that 

shares the loop facility - basic exchange service, via the zone increment charge. In reality 

it is the retail rates that are charged for the whole family of services that share the loop 

facilities that must be considered when determining whether or not a "reasonable 

relationship" exists between UNE loop rates and retail rates. 

20 Q. IS USWC'S ARGUMENT THAT THE BASIC EXCHANGE RATES MUST BE 

21 ADJUSTED TO CONFORM TO THE UNE RATES VALID? 

22 A. Not entirely. USWC's argument is based upon their misconception that the loop cost (as 

23 identified by the UNE rates) is directly a cost of only basic exchange service. As 
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previously demonstrated, and as shown on Schedule WDA-17, that is an incorrect 

concept. The loop facilities are used by a whole family of services. Therefore, UNE 

costs cannot be directly related to just basic exchange service rates, or to any one of the 

family of services that share the loop facilities. 

Twenty-five percent of the loop costs are separated t th interstat jurisdicti n. In th S 

areas where the loop costs are higher, that means the dollar amount per loop allocated to 

the interstate jurisdiction is higher than in other areas where the loop cost is lower. The 

remaining costs must be recovered over the family of intrastate services that share the 

facilities. 

In addition, the higher rural intrastate costs must be compared to the total intrastate 

revenues being derived. In general, the intrastate revenues under present rates are already 

much higher for the average rural line than for the average urban line, primarily because 

of the higher levels of toll and switched access, as discussed below. Therefore, USWC 

has presented no evidence that an additional increase in the rural areas' total charge is 

required. 

Q. WHY ARE THE RURAL REVENUES HIGHER ON AVERAGE THAN THE URBAN 

REVENUES FOR THE AVERAGE RESIDENTIAL, CUSTOMER, EVEN WITHOUT 

AN ADDITIONAL OBRA CHARGE? 

2A. 

23 

Rural customers generally have a more limited local calling area than do urban 

I customers. As a result, rural customers pay toll rates for calls for which an urban 

74 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

I 20 

customer pays local rates. As a result, the average rural customers' toll bills are generally 

significantly higher than the urban customers' toll bills. Without an analysis of the total 
revenues between rural and urban customers, it is not possible to determine that there is a 

need to increase rates on the rural customers. It is true that the loop cost per line in 

certain rural areas may be higher than in urban areas, but it is also true that the existing 

total revenues per line in the rural areas are also higher than the existing revenues in the 

urban areas. Staff attempted to obtain a breakdown of the difference in toll revenues 

between rural and urban customers from USWC, but USWC would not provide that 

information. 

Q. IS THERE EVIDENCE THAT USWC'S RURAL CUSTOMERS IN ARIZONA HAVE 

HIGHER TOLL BILLS THAN DO USWC'S URBAN CUSTOMERS? 

A. Yes. In discovery, USWC provided the dial equipment minutes (DEM) minutes of use 

for a number of wire centers throughout USWC's service territory in Arizona. This data 

clearly demonstrates that a much greater percent of customer's minutes of use in rural 

areas is intraLATA toll or access minutes than is true for urban areas. 

For example, in USWC's urban "Phoenix Main" wire center, only about ** 

total intrastate minutes of use are intrastate toll and intrastate switched access minutes."' 

Since the "Phoenix Main" wire center is part of the "Phoenix Metropolitan" exchange that 

** of the 

'I7 USWC response to Request WDA23-001. 
"8USWC's response to data Request WDA 28-2, Attachment A, CLLI code "PHNXAZMADS4". 

Switched access minutes occur when a toll carrier other than USWC originates or terminates a toll call 
over USWC facilities. Therefore, these two figures combined is a measure of the total intrastate toll 
usage. 
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19 

includes local calling to many access lines, it is not surprising to find that only a small 

percentage of the total intrastate minutes of use are from intrastate toll and intrastate 

switched access in the "Phoenix Main" exchange. 

However, customers in the USWC rural Whitlow exchange can call only ** 

as their local calling area.'lg Any call outside of these few lines is a toll call. For 

customers in USWC's rural Whitlow exchange, an incredible ** 

intrastate minutes of use are for intrastate toll and intrastate switched access.12o The 

average customer in this rural US WC exchange are obviously incurring much higher toll 

** lines 

** of the total 

bills, and generating much higher toll and switched access revenues per line for USWC, 

than is the average customer in the Phoenix exchange. Another example is the rural 

"Payson" wire center, where over ** ** of the total intrastate minutes of use are 

from intrastate toll and intrastate switched access minutes. Customers in the Payson 

wire center can call a total of ** ** lines as their local calling area.121 

In USWC's rural T a s a  Grande" wire center, over ** 

minutes of use are from intrastate toll and intrastate switched access minutes. *'' The 

"Casa Grande" wire center is in the rural Casa Grande exchange, which does not have a 

local calling area that includes a major urban or metropolitan area. Customers in the 

** of the total intrastate 

"9USWC's response to Data Request WDA 32-1, Attachment A. 

'2%SWC's response to data Request WDA 28-2, Attachment A. 

'21USWC's response to Data Request WDA 32-1, Attachment A. 

'"USWC's response to data Request WDA 28-2, Attachment A. 
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"Casa Grande" exchange can call fewer than ** 

calling area.'23 Any calls outside of these ** 

** lines as part of their local 

** lines is a toll call. 

In many rural areas, US WC is collecting much higher toll and switched access revenue 

per line than is true for urban areas. Even if the cost of providing facilities are higher in 

rural areas, the revenues per line are also higher. Therefore, there is no evidence at this 

time that an additional increase in the total rates charged to rural customers as compared 

to urban customers is needed at this time. 

10 Q. WHAT DO YOU RECOMMEND WITH RESPECT TO USWC'S ZONE INCREMENT 

11 CHARGE? 

12 A. I accept the expanded base rate area as USWC has proposed. I recommend maintaining 

13 

14 

15 Q. THE COMMISSION, IN THE UNE PROCEEDING, DID NOT APPROVE 

16 

17 

18 A. No. End user customers have no interaction with the UNE tariffs. Only certain 

19 

20 

the current recurring charges for both Zones 1 and 2. 

EXPANDING THE BASE RATE AREAS AS PART OF THE INTERIM UNE RATE 

CHANGE. WILL THAT CAUSE SIGNIFICANT CUSTOMER CONFUSION? 

customers, such as CLECs, deal with UNE rates. 

'23According to Section 5.1.1 of USWC's Exchange and Network Services Tariff, the Casa Grande 
Exchange has local calling to Casa Grande, Coolidge, Eloy, Florence and Maricopa. The lines for these 
exchanges were obtained from USWC's response to Data Request RUCO 27-4, Attachment A. 
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7 D. BUSINESS BASIC EXCHANGE SERVICE 

8 

9 Q. WHAT DOES USWC PROPOSE FOR BUSINESS BASIC EXCHANGE SERVICE? 

10 A. Overall, USWC proposes to increase business basic exchange service revenues annually 

11 

12 

13 

14 Q. WHAT DOES STAFF PROPOSE FOR BUSINESS BASIC EXCHANGE SERVICE 

15 RATES? 

16 A. Staff does not oppose the above-referenced revenue neutral collapse of the two elements. 

17 As previously discussed, Staff proposes to reduce the differential that currently exists 

18 between residential basic exchange and business basic exchange service. As a first step, 

19 Staff proposes reducing the business basic exchange rate by $2.00 per line per month. 

20 All of the other business basic exchange rates (PBX trunk, etc.) are also reduced by $2.00 

On the other hand, the rates that are being set in this case will be the retail rates that may 

be in effect, or may form the basis for the rates in effect, for many years in the future. In 

addition, many customers may have been aware that the Company was proposing to 

expand the base rate areas, thereby relieving them of paying the OBRA charges. Staff 

sees no valid reason to prevent that expansion. 

by $1,788,036.'24 Included in USWC's proposal was a revenue-neutral collapse of the 

currently separate dial tone line and usage elements into a single flat business line rate. 

21 

22 

per line per month. Following that change in the business basic exchange service rates, 

Staff proposes that the business basic exchange service rates be increased or decreased by 

'24Teitzel Supplemental Direct Testimony Exhibit DLT-48. 
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the same dollar amount per line that the residential basic exchange service rates are 

increased or decreased. This is shown on the bottom of page 1 of Schedule WDA-20. 

The specific rates at various assumed revenue requirements are shown on the other pages 

of that Schedule. The change in the per line rate for business basic exchange service 

includes all forms of business basic exchange service, such as single line flat rate 

business rates, PBX trunk rates, etc. 

E. INTRALATA TOLL SERVICES 

10 Q. WHAT DOES USWC PROPOSE FOR INTRALATA TOLL SERVICES? 

11 A. USWC is proposing to make the following intraLATA toll rate changes: 

12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 

1. 
2. 
3. 
4. 

5.  
6 .  

7. Grandfather MetroPac Calling Plan’25 

Reduce the business and residence standard MTS rates; 
Increase the Speech/Hearing impaired discount from 35% to 50%; 
Eliminate the Simple Calling Plan for Residence and convert to MTS; 
Eliminate Arizona Value Calling Plan I for ResidenceBusiness - convert 
to MTS; 
Eliminate Arizona Value Calling Plan I1 and convert to Super Savings 
Eliminate Volume Discount Plans - convert Business to Simple Value 
Plan and Residence to MTS 

The annual revenue impact of these USWC intraLATA toll proposals is a decrease of 

23 $5,1 06,829.’26 

24 

25 Q. DOES USWC NEED THE COMMISSION’S APPROVAL IN THIS PROCEEDING TO 

26 REDUCE ITS TOLL RATES? 

~ 

12’Teitzel Supplemental Direct Testimony Exhibit DLT-45. 

‘26Teitzel Supplemental Direct Testimony Exhibit DLT-45. 
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A. 
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3 

4 
5 
6 
7 
8 

No. The Commission has already determined that the toll services are competitive, and 

that they are flexibly priced.'27 In response to discovery in this proceeding, USWC stated 

the following: 

With the pricing flexibility currently afforded toll services, U S WEST could 
certainly reduce its toll rates outside of this rate case without Commission 
approval. 12' 

9 Q. IF USWC CAN REDUCE ITS TOLL RATES OUTSIDE OF THIS PROCEEDING 

10 

11 

12 A. USWC is actually seeking an offsetting increase in the rates for other (primarily non- 

13 

14 

15 

16 

17 

18 

19 in the competitive market. 

20 

21 

22 RATES? 

23 A. The intraLATA toll service has been classified by this Commission as competitive. 

24 

WITHOUT COMMISSION APPROVAL, WHAT IS USWC ACTUALLY SEEKING 

BY PLACING THESE REDUCTIONS IN THIS PROCEEDING? 

competitive) services to support the $5 million reduction in the rates for competitive toll 

services. Increasing the rates for non-competitive services to offset a reduction in the 

rates for competitive services violates the entire concept of designating these services as 

competitive. In a competitive market, the Company has the freedom to adjust its prices 

as needed (within limits), but does not have the right to ask the customers of non- 

competitive services to support the revenue changes that result from the change in prices 

Q. WHAT DOES STAFF RECOMMEND PERTAINING TO THE CHANGE IN TOLL 

USWC has the flexibility to reduce its toll rates without Commission approval. Staff 

ACC Decision No. 59637. 
'28USWC's response to Data Request WDA 2-21 (b). 
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10 

11 

12 

13 

14 

15 

16 

17 

18 Q. 

19 A. 

20 

I 21 I 

I 22 

I 23 

does not, in any way, oppose the reductions deemed appropriate by USWC (providing 

they fall within the Commission allowed ranges, which Staff does not believe is an issue 

at this time). However, Staff does oppose the USWC concept that the rates for other 

services, primarily non-competitive services, should be increased to offset the change in 

revenues resulting from the change in price for a competitive service. That would be 

requiring the non-competitive services to support USWC in the competitive market, 

which is inappropriate and a violation of the concept of treating the competitive services 

separately from the non-competitive services. The Commission has given USWC the 

freedom to compete in those markets the Commission has deemed to be competitive. 

Competition is supposed to drive prices down by forcing companies to become more 

efficient. If competition drives prices down by forcing greater efficiency, then customers 

have benefited. However, Mr. Teitzel proposes an effective shift of cost recovery away 

from the services that have already been classified as competitive and onto other services 

that are not competitive. Customers would not gain any benefit from reducing toll rates 

by shifting the costs onto non-competitive services. 

IS USWC'S REVENUE IMPACT CALCULATION FOR TOLL CREDIBLE? 

No. The premise of the USWC proposed price change is that USWC would be more 

successhl in the toll market at the new prices than they would at the existing prices. If 

that is true, that means USWC will generate as much or more revenues at the new prices 

than they would at the current prices (or else the change in price would not be 

reasonable). In short, if the change in price will improve USWC's position in the 
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competitive markets, then that change does not result in a reduction of revenues, it results 

in the same, or if anything, an increase in revenues. The USWC revenue impact 

calculation, which pretends that the revenue impact of the change would be to decrease 

revenues by $5 million, is therefore inconsistent with their testimony. 

Q. USWC CLAIMS THAT THE TOLL REDUCTIONS IT PROPOSES WOULD 

POSITION THEM BETTER IN THE MARKET THAN ITS CURRENT RATES.'29 

PLEASE RESPOND. 

A. USWC is free to make the rate changes it proposes. USWC management may believe 

that as a result of price reductions, USWC's market share will be higher than it otherwise 

would have been to offset the revenue losses that result from the price reductions. 

USWC would be better off in the market after the price reductions than if they had not 

made these price reductions. If management chooses to make those rate changes which 

better position them in the market, there is no associated revenue loss. (Management 

would have made these changes only because they thought they would be better off than 

if they had not made them.) On the other hand, if management does choose to make rate 

changes in this competitive market that do cause a revenue loss, that is a result of the 

management's decision. The result of a management decision in a competitive market is 

not something that should be recovered from the non-competitive services. The revenue 

impact to be recovered from non-competitive services is zero. This does not imply in any 

way that Staff is opposing USWC choosing to make price reductions, which the 

Commission has allowed them to do within the flexible pricing guidelines. 
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Q. MR. TEITZEL CLAIMS THAT USWC'S TOLL "IS PRICED MANY TIMES ABOVE 

ITS TSLRIC AND SHARED COST."'30 DOES THE "SHARED COST" THAT MR. 

TEITZEL REFERS TO INCLUDE ANY PORTION OF THE SHARED LOOP 

4 FACILITY COSTS? 

5 A. No. The major shared cost associated with the provision of USWC's intraLATA toll 

6 services is the shared cost of the loop facilities. However, USWC has included no 

7 portion of these major shared costs in its claimed "TSLRIC and Shared cost." Therefore, 

8 Mr. Teitzel's claim that USWC's intraLATA toll services are priced many times the 

9 "TSLRTC and Shared cost" is based upon a distortion of the costs that excludes the major 

10 shared cost of providing the service. 

11 

12 Q. ON PAGE 49 OF HIS DIRECT TESTIMONY, MR. TEITZEL CLAIMS THAT 

13 USWC'S INTRALATA TOLL RATES SUBSIDIZE RESIDENTIAL BASIC 

14 EXCHANGE SERVICE. MR. TEITZEL STATES: 

15 
16 
17 
18 

With the move to price residence Basic Exchange Service towards cost, U S 
WEST can then coincidentally eliminate a portion of the subsidies represented by 
the contribution in Long Distance Services. 13' 

19 IS THIS A VALID CLAIM? 

20 A. No. Mr. Teitzel's claim that intraLATA toll rates subsidize residential basic exchange 

21 service rates is based upon a distortion of residential basic exchange costs that includes 

22 the full cost of the shared loop facilities. Despite the fact that several services share the 

Teitzel Direct, page.49. 
I3'Teitzel Direct Testimony, page 50, line 23. 

131Teitzel Direct Testimony, page 49, line 29. 
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7 Q. 
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9 A. 

10 

11 
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23 

loop facilities, USWC chooses to unreasonably place the full cost of the shared loop 

facilities on residential basic exchange service. When this improper distortion is 

removed from the analysis, it is clear that residential basic exchange service covers its 

TSLRIC, plus makes a reasonable contribution to the shared costs of providing the 

service, including the shared loop facility costs. 

DOES INTRALATA TOLL PROVIDE AS MUCH CONTRIBUTION AS BASIC 

TOWARD THE SHARED, JOINT AND COMMON COSTS OF USWC? 

No. At current rates, intraLATA toll services provide a mere ** 

month contribution toward the shared costs of providing telecommunications services, 

including the shared loop facility costs, as shown on Exhibit WDA-19. As shown on 

that Schedule, the current residential basic exchange service rates provide over * * 

** more contribution per-line toward the shared, joint and common costs of 

** per line per 

providing telecommunications services. US WC's claim that intraLATA toll is providing 

a "subsidy" to residential basic exchange service is nothing more than a distortion of the 

facts. Supporting a small portion of the costs of the loop facility that toll services share is 

not a "subsidy" to any other service, it is simply supporting a small portion of the cost of 

the facility that is needed to provide, among other things, toll service. 

The above discussion of costs and contribution demonstrates that there is no valid reason 

for the rates of other customers to be increased to support toll services' price reduction. 

The toll services are not currently being burdened with any disproportionate share of the 

joint and common costs, In fact, the toll services' contribution to the joint and common 



1 cost is much lower than the contribution being received from basic exchange service 

2 rates. 

3 

4 F. OPERATOR SURCHARGES 

5 

6 Q. WHAT DOES USWC PROPOSE FOR OPERATOR SERVICES? 

7 A. As indicated on his Supplemental Direct Exhibit DLT-45, Mr. Teitzel proposes to 

8 increase the rates for a number of Operator Service Surcharges. 

9 

10 Q. WHAT ARE OPERATOR SERVICE SURCHARGES? 

11 A. Operator Service Surcharges apply when a customer requests an operator (either 

12 mechanized or human) to provide assistance with a call. 

13 

14 Q. ARE USWC'S PROPOSED OPERATOR SERVICE RATE INCREASES COST- 

15 BASED? 

16 A. No. Of USWC's total proposed revenue increase of $3,413,126 for Operator Services, all 

17 but ** of that increase is for Operator Services whose current rates are 

18 already above the costs that USWC has filed in this proceeding (both the TSLRIC "Total 

19 Direct'' and the "Total Direct Plus Network Support" costs). 133 

'32Mechanized calling Card is the only Operator Service whose current rate is below USWC's claimed 
costs. The revenue impact of USWC's proposed rate change for Mechanized calling Card is an annual 
increase of ** 
Year, provided inresponse to Data Request WDA 21-3. 

**, as shown in Section C6.2.1 of USWC's USWC's Recurring Priceouts 1999 Test I 

The current and proposed rates for USWC's Operator Service Charges are shown on Exhibit DLT-45 of 
Mr. Teitzel's Supplemental Direct Testimony and the costs are shown on Exhibit JLT-1 of Mr. 
Thompson's Supplemental Direct Testimony. 

I33 
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2 

3 

In addition, a number of the operator surcharges that US WC proposes rate increases for 

already have current rates that are far in excess of USWC's claimed costs. For example, 

4 

5 

as shown on Mr. Teitzel's Supplemental Direct Exhibit DLT-45, the current rate for 

''Connect to Directory Assistance" service is $1.50 and USWC's proposed rate is $2.25. 

6 

7 

8 

However, as shown on page 14 of Mr. Thompson's Supplemental Direct Exhibit JLT-1, 

USWC's claimed cost of this service is ** ** per call. 

9 Q. WHAT DO YOU RECOMMEND FOR OPERATOR SERVICES? 

10 A. Some of these charges are very high and greatly exceed costs. Some of the USWC 

11 proposed operator assistance rates are $6.00 or more for one call. For most operator 

12 services, I have proposed some increases, although the increases I propose are not as high 

13 

14 of ** **, as shown on Schedule WDA-20. 

as the Company has proposed. The changes which I propose produce a revenue impact 

15 

16 G. DIRECTORY ASSISTANCE 

17 

18 Q. WHAT DOES USWC PROPOSE FOR DIRECTORY ASSISTANCE (DA) SERVICES? 

19 A. USWC has made the following proposals for DA in this proceeding: 

20 1. Eliminate the monthly call allowance for DA; 
21 
22 
23 
24 
25 3. Include "Complete-A-Call" for the $0.85 per call rate.'34 

2. Increase the rate for "traditional" DA from $0.47 per call to the National 
DA rate of $0.85 per call; 

'34Teitzel Direct Testimony, pages 54-57. 
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4. 

5.  

Increase the current PAL DA rate of $0.15 per call to $0.60 per call'35. 

Increase the rate for carrier DA from $0.22 to $0.35 per call.136 

6 
7 
8 

9 SERVICES IN ARIZONA? 

Q. ARE USWC'S DA AND NATIONAL DA NOW CLASSIFIED AS "COMPETITIVE" 

10 A. Yes. In its December 18, 1997 Order (Decision No. 60545) in Docket No. T-1051-97- 

11 369, the Commission classified US WC's National Directory Assistance (National DA) 

12 

13 

services as "competitive'' services. In its December 14, 1999 Order (Decision No. 62 129) 

in Docket No T-0105 1B-99-0362, the Commission classified USWC's Directory 

14 Assistance (DA) services competitive. In that proceeding, USWC was requesting an 

15 increase in the DA rates, however, the Commission deferred the proposed rate changes to 

16 this rate proceeding. 

17 

18 

19 

Q. IF DA IS NOW FLEXIBLY PRTCED, WHY DOES USWC NEED THE 

COMMISSION'S APPROVAL TO INCREASE THESE DA RATES? 

20 A. In this proceeding, USWC is asking for changes that are outside the scope of what they 

21 

22 

can accomplish without Commission approval under price flexibility. The DA rate 

increase that USWC proposes for "traditional" DA would go above the ceiling price that 

23 

24 

applies to the flexibly priced range. Therefore, USWC needs the Commission's specific 

approval to change that ceiling price. 

25 

135Wilcox Direct Testimony, page 22, line 7. 

136Wilcox Direct Testimony, page 1 1. 

87 



I 

I 

I 

1 Q. WHAT DO YOU RECOMMEND? 

2 A. Staff does not oppose raising the cap to $0.85 for DA, nor does Staff oppose the 

3 

I 

I 

I elimination of the one call monthly call allowance, and the other proposed changes listed 

4 

5 additional benefit to customers. 

6 

7 Q. IS THERE A PROBLEM WITH THE COMPANY FILING ON THIS ISSUE? 

8 A. Yes. The Company admitted in discovery that it had miscalculated the revenue impacts, 

9 shown on Schedule WDA-2 1. USWC stated that the $18.3 million revenue impact they 

10 originally calculated should in fact have been $23.5 million. USWC stated it would 

11 update its rate case to reflect this change.'37 The Company's current filing still includes 

12 the above-referenced error. Based upon the 1999 test year data, the correct annual 

13 revenue impact of the Company's proposal is ** **, as shown on Schedule 

14 WDA-22. This compares to the $19,743,296 incorrect figure that is shown on Exhibit 

15 DLT-48 of Mr. Teitzel's Supplemental Direct testimony. The primary error appears to be 

16 in USWC's incorrect handling of the elimination of the free call allowance. This 

17 elimination of this allowance results in a revenue increase because calls that are currently 

18 fiee, will be charged for under this proposal. 

19 

20 Q. DOES USWC PROPOSE ANY OTHER CHANGES TO DIRECTORY ASSISTANCE 

21 

22 A. Yes. As discussed on page 22, line 7 of her Direct Testimony, Dr. Wilcox proposes to 

23 

above. The addition of the "completed call'' service at no charge will provide an 

OTHER THAN THOSE YOU HAVE JUST DISCUSSED? 

increase the current PAL DA rate of $0.15 per call to $0.60 per call. The PAL DA would 
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1 

2 

3 below cost. 13' 

4 

5 

6 

7 

8 

9 

10 

11 

12 Q. WHAT DOES USWC CHARGE PAYPHONE USERS FOR DIRECTORY 

be expanded to include access to national as well as local numbers. According to Dr. 

Wilcox, these proposals are based on her claim that the present $0.15 per call rate is 

For alternatively billed DA calls such as calling card and third number, Dr. Wilcox 

proposes to offer DA with the addition of call completion for a rate of $0.85 per call. 

Q. WHO PURCHASES PAL DIRECTORY ASSISTANCE SERVICE? 

A. As Dr. Wilcox explains on page 22, line 8 of her Direct, this service is purchased by 

payphone providers for resale to their end user customers. 

13 ASSISTANCE AT USWC-OWNED PAYPHONES IN ARIZONA? 

14 A. USWC charges its payphone customers $0.35 for direct dialed calls to Directory 

15 Assistance. '39 

16 

17 Q. WHAT DO YOU RECOMMEND FOR PAL DIRECTORY ASSISTANCE SERVICE? 

18 A. To be competitive with USWC's 35$ payphone DA charge, competitive payphone 

19 

20 

providers could not be expected to charge their customers more than 356 for a direct 

dialed DA call. However, under USWC's proposal, those competitive payphone 

21 providers would have to pay USWC 60$ per DA call. This would force the competitive 

I 
~~~ ~ 

13' These are the numbers that were based upon the test year ending June, 1998. 
138Wilcox Direct Testimony, page 22, line 16. 

'39USWC's response to Data Request WDA 26-6. 
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2 

3 

payphone providers to provide service at a loss. Obviously, USWC is engaging a "price 

squeeze" on those that compete against USWC payphones. Such a price squeeze is anti- 

competitive. Therefore, Staff recommends that PAL rate for direct-dialed DA cannot 

I 
4 exceed the current charge of USWC, which is 356. 

I 5 

I 6 H. PRIVACY LISTING SERVICES 

7 

8 Q. WHAT DOES USWC PROPOSE FOR PRIVACY LISTING SERVICES? 

9 A. USWC is proposing to increase Non-Published Service monthly rates by 66% (from 

10 

11 

12 

13 customers. 140 

14 

15 Q. IS THERE ANY COST REASON FOR INCREASING THESE RATES? 

16 A. No. According to the costs presented by Mr. Thompson in this proceeding, the cost to 

17 provide Non-Published and Non-Listed service is ** **.I4' 

18 

19 

$1.80 to $3.00) for business customers and by 57% (from $1.90 to $3.00) for residence 

customers. For Non-Listed Service, USWC proposes to increase the monthly rate 37% 

(from$l.45 to $2.00) for business and 29% (from $1.55 to $2.00) for residence 

Q. DO YOU BELIEVE THAT NON-LISTED AND NON-PUBLISHED SERVICES ARE 

I 20 PROPER TARGETS FOR EXTRACTING HIGH LEVELS OF CONTRIBUTION? 

14'Teitzel Direct Testimony, page 58, line 16. 

14'Thompson Supplemental Direct Testimony Exhibit JLT-1, page 15. 
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2 

3 

4 

5 

6 

7 Q. WHAT IS ONE ARGUMENT USWC MAKES? 

8 A. On page 58 of his testimony, Mr. Teitzel says, 

9 
10 
11 
12 
13 
14 Q. ARE ADDITIONAL RATE INCREASES NEEDED TO CURB THE GROWTH OF 

15 PRIVACY LISTINGS? 

16 A. No. The percent of residential listings omitted from the directories because of these 

17 

A. No. An indeterminate number of these customers have themselves been targets of 

harassment or worse. These particular customers depend on restriction of access to their 

telephone numbers as a form of protection. Under the USWC rate proposal, these 

particular customers are a captive market. They must pay the higher rate to maintain the 

protective shield of their private telephone numbers. 

These rates should be increased because Privacy Listings are discretionary 
services which serve to devalue the public switched network over time. As more 
customers make their telephone number unavailable for others through the use of 
such services, telephone service for other customers is devalued. 

services is declining. The percent of residential lines omitted from the directories as a 

18 

19 

20 

21 

22 Q. WHAT DO YOU RECOMMEND CONCERNING THE RATES FOR THESE 

23 SERVICES BY USWC? 

24 A. I recommend the current non-published and non-listed rates continue. They are 

25 

result of these services is now ** 

in the 1993 general rate case. Less than ** 

published directory due to privacy listing services.'42 

** lower than it was in the test year USWC utilized 

** of business lines are omitted from the 

producing a large contribution over the costs of providing these services. 

'42USWC's response to Data Request WDA 2-27 and WDA 21-12 (c). 
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1 

2 I. PREMIUM LISTING SERVICES 

3 

4 Q. BEGINNING ON PAGE 58 OF HIS DIRECT TESTIMONY, MR. TEITZEL 

5 

6 

I 

I 

PROPOSES RATE CHANGES FOR SEVERAL PREMIUM LISTINGS. DO YOU 

OPPOSE THESE PROPOSED PREMIUM LISTING RATE CHANGES? 

7 A. No. An example of a premium listing service is if a customer wishes their E-mail address 

8 

9 

10 Q. WHAT IS THE ANNUAL REVENUE IMPACT OF THE RATE PROPOSALS FOR 

to appear along with their listing in the directory. 

11 PREMIUM LISTINGS? 

12 A. The annual revenue impact of these proposals is an increase of approximately ** 

13 ** 143 

14 

15 J. CUSTOM CALLING SERVICES 

16 

17 Q. WHAT DOES MR. TEITZEL PROPOSE FOR CUSTOM CALLING SERVICES? 

18 A. For residence Custom Calling services, USWC proposes to increase the Caller 

19 Identification (Caller ID) -Name and Number monthly rate from $5.95 to $6.95 and an 

20 increase for Caller ID - Number from $5.50 to $6.95 per month. In addition, USWC 

'43Calculated from USWC's Recurring Priceouts 1999 Test Year, provided in response to Data Request 
WDA 21-3. 
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I 
I 
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I 
I 

I 5 
I 

I 6 

7 

8 

9 

proposes to increase U S WEST Receptionist - Name and Number from $10.95 to $1 1.95 

per month and U S WEST Receptionist - Number from $10.50 to $1 1.95 per month.'44 

In addition, USWC proposes to increase the monthly and "Pay Per Use" rates for Last 

call Return Service for both business and residence customers. For residence, USWC 

proposes to increase the monthly rate from $2.95 to $3.95 and for business, USWC 

proposes a rate increase from $3.00 to $4.00. USWC proposes to increase the "Pay Per 

Use" rate from $0.75 to $0.95 per use.145 

10 Q. ARE THESE CUSTOM CALLING RATE INCREASE PROPOSALS SUPPORTED BY 

11 

12 A. No. According to USWC's cost studies for these services, USWC's claimed TSLRIC 

13 

14 

15 

16 

17 claimed costs. 

18 

USWC'S CLAIMED COSTS FOR THESE SERVICES? 

(Total Direct) cost to provide Caller ID - Name and Number is only ** 

month; USWC's total monthly cost to provide Caller ID -Number is ** 

month and USWC's total monthly cost for Last call Return service is ** 

** per 

** per 

** 146 

Therefore, USWC's current rates for these services already greatly exceed USWC's 

19 Q. WHAT DO YOU CONCLUDE WITH RESPECT TO USWC'S RESIDENTIAL 

20 CUSTOM CALLING PROPOSALS? 

'"Teitzel Direct Testimony, page 61, lines 16-27, and also Teitzel Supplemental Direct Testimony Exhibit 
DLT-46. 

'45Teitzel Supplemental Direct Exhibit DLT-46. 

'46Thompson Supplemental Direct Testimony Exhibit JLT- 1, page 21. 
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1 

2 

3 

4 

5 

6 SERVICES? 

7 A. Mr. Teitzel proposes to grandfather all existing packages of Custom Calling services with 

8 the exception of SMARTSET, SMARTSET PLUS and Call Manager Connection. As 

9 indicated on Mr. Teitzel's Supplemental Direct Testimony Exhibit DLT-46, these 

10 services are found in Section 105.4.3, pages 3-5 of USWC's Exchange and Network 

11 Services tariff. 

12 

13 

14 A. No. 

15 

16 Q. WHAT IS THE REVENUE IMPACT OF THESE RESIDENTIAL CUSTOM CALLING 

17 RATE PROPOSALS? 

18 A. The total annual revenue impact of the proposed custom calling rate proposals is an 

19 ** is for residential custom 

A. There is no valid cost-based reason to increase these rates. However, these services are 

discretionary in nature. It is better to generate revenues from such discretionary services 

than raising rates for universal services, such as basic exchange service. 

Q. WHAT DOES MR. TEITZEL PROPOSE FOR BUSINESS CUSTOM CALLING 

Q. DO YOU OPPOSE THIS PROPOSAL? 

increase of $7.4 million. Of this total increase, ** 

20 

21 

22 

calling services, and ** ** for business, as shown on Schedule WDA-20. 

23 
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1 K. SCREENING SERVICES 

2 

3 Q. WHAT CHANGES DOES USWC PROPOSE FOR TOLL RESTRICTION SERVICES? 

4 A. As shown on Exhibit DLT-47 of his Supplemental Direct Testimony, Mr. Teitzel 

5 

6 1. 
7 Service; 
8 2. 
9 3. Withdraw ScoopLine Access Restriction; 

10 4. 
11 Restriction; 
12 5. 
13 Blocking 
14 
15 

proposes the following changes for Toll RestrictiodScreening services: 

Increase the residential non-recurring charge (NRC) for Toll Restriction 

Establish a $12.50 residentialhusiness NRC for Billed Number Screening; 

Establish a $12.50 residentialhusiness NRC for 900 Service Access 

Increase the residentialhusiness NRC for 1 OXXX 1 +/ 1 OXXXO 1 1 + 

16 Q. DO YOU OPPOSE ANY OF THESE PROPOSED CHANGES? 

17 A. Yes. I oppose Mr. Teitzel's proposal to increase the residential Non-Recurring charge 

18 

19 

20 
21 
22 
23 
24 

25 

26 

27 

28 

for Toll Restriction Service from $6.00 to $12.50.'47 As Mr. Teitzel admits, the ration&,: 

behind this proposal is to generate increased revenues for USWC. Mr. Teitzel states: 

An increase in the residence nonrecurring charge is designed to generate 
additional revenue in this case. 148 

However, Toll Restriction service may be subscribed to by customers who have trouble 

controlling their toll usage or the toll usage of others who have access to their telephone. 

Therefore, when a customer subscribes to toll restriction, they are making an effort to 

keep their telecommunications service bills affordable. In addition, US WC's proposal to 

increase the non-recurring rate from $6.00 to $12.50 is not cost-based. According to 

'47Teitzel Supplemental Direct Testimony Exhibit DLT-47. 

'48Teitzel Direct Testimony, page 66, line 6.  
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149 I USWC's residential non-recurring cost studies, the cost is ** 

believe it would be inappropriate to extract large contribution from residential customers 

who are making an effort to keep their telephone bills more affordable. For all of these 

reasons, I recommend that the current residential non-recurring charge of $6.00 be 

maintained for residential toll restriction service. 

** at the most. 

In addition, Staff believes that USWC's proposed $12.50 non-recurring charge for 900 

Service Access Restriction is excessive. Staff believes that many of the customers who 

are subscribing to 900 Service Access Restriction, similar to subscribers of Toll 

Restriction service, are making an effort to keep their telecommunications service bills 

affordable by preventing household members or other users of their telephone from 

making costly telephone calls that can greatly inflate the monthly telecommunications 

bill. Staff recommends that a non-recurring charge of $6.00 be established for 900 

Access Charge Restriction. This rate is above USWC's claimed cost of ** 

on page 21 of Mr. Thompson's Supplemental Direct Testimony Exhibit JLT-1. 

** shown 

17 Q. DO YOU OPPOSE ANY OF THE OTHER TOLL RESTRICTION/SCREENING 

18 PROPOSALS ADVANCED BY USWC? 

19 A. No. I do not oppose any of USWC's proposals for the other Toll Blocking and 

20 

21 increase of approximately ** **. 

22 

Restriction Services. The revenue impact of the remaining proposed changes is a revenue 

'49Thompson Supplemental Direct Testimony Exhibit LT- 1 , page 2 1. 
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1 L. SWITCHED ACCESS SERVICE 

2 

3 Q. WHAT CHANGES DOES USWC PROPOSE TO THE SWITCHED ACCESS RATES? 

4 A. USWC proposes a number of changes. The major impacts are a proposed reduction in 

5 the IC.150 This reduces annual revenues by approximately ** **. The 

6 reduction of the carrier common line charge (CCLC) rate reduces annual revenues by 

7 approximately ** **. USWC proposes increases in the local switching rates 

8 and net decreases in switched transport rates. The total effect is an overall proposed 

9 decrease of approximately $5 million in switched access. 

10 
11 
12 Q. ON PAGE 6, LINE 20 OF HER DIRECT TESTIMONY, DR. WILCOX CLAIMS: 
13 
14 
15 
16 
17 
18 
19 
20 

The carrier common line (CCL) charge today provides revenue contribution in 
support of basic telephone service for end-users. There are no direct access costs 
associated with this price element since it is generally related to the recovery of U 
S WEST’S non-traffic sensitive (NTS) costs associated with the ubiquitous 
provision of basic telephone service. 

IS DR. WILCOX’S DISCUSSION OF THE CCL CHARGE ACCURATE? 

21 A. No. While Dr. Wilcox is correct that the CCL charge is the switched access rate element 

22 that is associated with the recovery of a portion of the non-traffic-sensitive loop facilities 

23 costs, Ms. Wilcox is incorrect that this represents a support for basic telephone service. 

24 Since switched access shares the loop, it should support a share of the loop costs. Dr. 

25 Wilcox is correct that the TSLRIC of switched access does not include the non-traffic 

26 sensitive (NTS) costs, such as loop costs, because the loop is a shared cost. However, for 

27 the same reason, the TSLRIC of basic exchange service also does not include the shared 

28 loop cost. However, proper prices must cover not only the TSLRIC (direct cost), but also 
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I 20 
I 

21 

22 

must cover the shared costs a well. If all costs, including the shared costs, are not 

covered, companies will go out of business. A portion of those shared costs should be 

borne by the switched access CCLC, as this Commission has properly found in the past. 

In addition, in a current USWC general rate case in the State of New Mexico, Dr. Wilcox 

stressed the fact that the CCLC is merely a charge to the IXCs to contribute toward the 

network that the IXCs depend upon: 

Elimination of the CCL would mean that long distance carriers would no longer 
help pay for the local loop or help support the ubiquitous local network, which 
end-users and carriers alike depend ~ p o n . ' ~ '  

Switched access supporting a portion of the facilities that it depends upon, benefits from, 

and shares is not payment in support of another service. As discussed elsewhere in this 

testimony, residential basic exchange service costs is ** ** per line per month, if its 

cost is calculated in the same way that USWC has done for switched access service, 

which is to exclude all of the shared loop costs, and joint billing costs (standard envelope 

and first unit of postage). Basic exchange service and switched access service are both 

part of the group of services which share the loop, and both should properly contribute 

toward the recovery of the shared cost of the loop. Of course, switched access service, 

toll service, basic exchange service, and other services should be priced above their 

TSLRIC so as to contribute to the shared costs. 

The IC is sometimes referred to as the TIC, or the residual interconnection charge (RIC). 
'"Rebuttal Testimony of Barbara M. Wilcox, New Mexico Utility Case No. 3008, May 19,2000. 
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2 

3 

4 A. No. As shown on Schedule WDA-19, the current intrastate switched access rates 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 SERVICE. IS THIS AN ACCURATE CLAIM? 

15 A. No. First of all, as discussed above, residential basic exchange service is not receiving a 

16 subsidy or support from other services. In addition, as Dr. Wilcox indicates in her Direct 

17 Testimony, in the last general rate case, USWC's switched access rates underwent a 

18 Local Transport Restructure that aligned USWC's transport rates with the interstate rates 

Q. DO THE CURRENT SWITCHED ACCESS RATES MAKE AN UNREASONABLY 

LARGE CONTRIBUTION TO THE SHARED, JOINT AND COMMON COSTS OF 

PROVIDING TELECOMMUNICATIONS SERVICES IN ARIZONA? 

(including the intrastate CCLC) make a contribution of ** 

direct cost, toward the shared, joint and common costs of providing telecommunications 

services in Arizona. For purposes of comparison, the current residential basic exchange 

service rates make over ** 

cost toward the shared, joint and common costs of USWC. 

** per line above their 

** more contribution per-line above direct 

Q. ON PAGE 7, LINE 1 OF HER DIRECT, DR. WILCOX CLAIMS THAT USWC'S 

INTERCONNECTION CHARGE (IC), WHICH WAS CREATED AS A RESULT OF 

LOCAL TRANSPORT RESTRUCTURE, IS A SUPPORT FOR BASIC TELEPHONE 

19 and rate structure.'52 The application of the IC was part of that restructure which copied 

20 

21 

the interstate rate structure. In the interstate jurisdiction, the FCC intentionally set the 

charge for the tandem switch rate element at 20% of its costs, and put the remainder of 

~ 

'52Wilcox Direct Testimony, page 5, line 5; Also see page 108, Decision No. 58927. 
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1 

2 The FCC stated: 

the tandem switch revenue requirement into the IC (sometimes referred to as the TIC). 

3 
4 
5 
6 
7 
8 
9 

10 
11 
12 Q. ARE THE CURRENT SWITCHED ACCESS RATES PRODUCING AN 

The charge for the tandem switch was initially set to recover 20 percent of the 
Part 69 tandem revenue requirement. Finally, to make the restructure revenue 
neutral initially, we required incumbent LECs to establish a non-cost based 
transport interconnection charge (TIC), to recover the revenue difference between 
what the LECs would have realized under the equal charge rate structure and what 
they would realize from the interim facility-based transport rates, including the 
remaining 80 percent of the tandem revenue requirement. 153 (Citations omitted) 

13 UNREASONABLE LEVEL OF CONTRIBUTION TOWARDS JOINT AND 

14 COMMON COSTS? 

15 A. No. As Schedule WDA- 19 shows, switched access services are not producing an 

16 unreasonable level of contribution to the joint and common costs, including the shared 

17 loop costs. 

18 

19 Q. WHAT DO YOU RECOMMEND FOR USWC’S SWITCHED ACCESS SERVICES? 

20 A. I propose the Commission allow a revenue neutral restructure of the switched access rates 

21 by USWC. If USWC objects to the level of specific rates, such as the level of the IC, 

22 their concern can be accommodated by a revenue neutral restructure. However, if the 

23 intent is to transfer the support of joint and common costs away from switched access 

I 24 onto other services, that concept is inappropriate and should be rejected. Switched access 

I 25 services are not providing an unreasonable level of support to the joint and common 

I 26 costs. 

Is3FCC Notice of Proposed Rulemaking, Third Report and Order, and Notice of Inquiry, CC Docket No. 
96-262 et. al., Released December 24, 1996, 782. 
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1 

2 M. ALTERNATIVES TO USWC'S SWITCHED ACCESS SERVICE 

3 

4 Q. ON PAGE 28, LINE 19 OF HER DIRECT, DR. WILCOX SUGGESTS THAT THERE 

5 ARE "MANY CASES" WHERE PRIVATE LINE CIRCUITS ARE REPLACING 

6 SWITCHED EXCHANGE PBX TRUNKS AND 1FB LINES. ARE PRIVATE LINE 

7 SERVICES A COMPETITIVE THREAT TO USWC'S SWITCHED ACCESS 

8 SERVICES, OTHER THAN FOR VERY HIGH VOLUME LOCATIONS? 

9 A. No. To connect to the average customer, switched access is a much more economical 

10 

11 

12 

13 

14 

15 

16 

17 rates. 

18 

19 Q. WOULDN'T MOST CUSTOMERS FOR WHOM PRIVATE LINE SERVICE IS AN 

20 

21 

alternative than a private line for carrying toll traffic. The average USWC intrastate 

switched access revenues per line are ** ** per month, as shown on Schedule 

WDA-19. 154 This represents the average switched access charges paid by IXCs to 

USWC. A private line would require a separate loop. The monthly rate for just a 

dedicated loop portion of private line service would be many times the charge for 

switched access. Therefore, for the average customer location, it will not be an 

economical alternative to pay the private line rates compared to paying switched access 

ECONOMICAL ALTERNATIVE, ALREADY BE USING PRIVATE LINE SERVICE 

TO CARRY THEIR TOLL TRAFFIC? 

'S4Calculated from USWC's responses to Data Requests WDA 21-13, Attachments A and C. 
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10 Q. WHAT IS USWC'S SHARE OF THE SWITCHED ACCESS MARKET IN ARIZONA? 

11 A. USWC has a virtual monopoly of the switched access services in Arizona. For example, 

12 

13 

14 

15 

16 N. INTRASTATE PRIVATE LINE 

17 

18 Q. HAVE YOU DETERMINED THE REVENUE REQUIREMENT FOR USWC'S 

19 NTRASTATE PFUVATE LINE SERVICES? 

A. Yes. For those customers who originate and terminate extremely high volumes of toll 

traffic, private line services like special access is an economical alternative. However, 

the majority of those customers would already be using private line services to carry their 

toll traffic. There may be a small percentage of customers whose level of usage is on the 

borderline between making switched access and private line the more economical choice. 

In these instances, a change in one of these service's rates may have an impact on a 

customer's decision between the two services, however, this situation would be limited, 

certainly not typical or average. 

according to the information provided by Dr. Wilcox in this proceeding, USWC's 

competitors' share of the switched access minutes of use in Phoenix is less than 

** ** ' 5 5  

I 20 A. Yes. In response to discovery, USWC provided its Part 36 Separations Studies for the 

21 year 1999.'56 These separations studies prepared by USWC separately show the 

'55Wilcox Direct Testimony Exhibit BMW-15 and Attachment 1 of USWC's response to Data Request 
WDA 1-15. 

% 3 W C  response to Requests WDA 23-7,24-1 and 24-2. 
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1 intrastate interLATA and intrastate intraLATA private line revenue requirements. The 

2 local private line revenue requirement can also be determined from the figures that 

3 underlie that study. Data from US WC's own separations studies show that USWC's 

4 1999 test year revenue requirement for its intrastate private line services is ** ** , 

5 as is shown on Schedule WDA-23. 

6 

7 Q. WHAT WERE USWC'S INTRASTATE PRIVATE LINE REVENUES FOR ITS 1999 

8 TEST YEAR? 

9 A. USWC's intrastate private line revenues totaled ** ** for its 1999 test 

10 year.157 Therefore, USWC's intrastate private line services have a ** ** 

11 annual revenue deficiency. 

12 

13 Q. WHAT DOES USWC PROPOSE FOR PRIVATE LINE SERVICES? 

14 A. USWC has proposed the following for Private Line services: 

15 
16 
17 
18 
19 
20 
21 
22 
23 
24 

1. 

2. 
3. 
4. 
5. 
6. 
7. 
8. 

Increase the recurring two-wire/four-wire Network Access Channel 
(NAC) Rates; 
Increase some and reduce other Channel Performance rates; 
Grandfather Local Area Data Service (LADS); 
Increase fixed and per-mile transport mileage rates; 
Increase some and reduce other Optional Features and Functions; 
Increase some and reduce other Private Line NRCs; 
Increase Digital Data Service (DDS) rates; and 
Increase E91 1 Transport Rates.'58 

25 Q. WHAT IS THE REVENUE IMPACT OF USWC'S PRIVATE LINE AND E91 1 

26 TRANSPORT SERVICE PROPOSALS LISTED ABOVE? 

'57USWC's response to Data Request WDA 30-3, Attachment A. 

158McIntyre Supplemental Direct Testimony, pages 6-1 3. 
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1 

2 

A. The annual revenue impact is an increase in revenues of $5.6 million for the Private Line 

service proposals, and an annual increase of $109,972 for the E91 1 transport proposals.'59 

3 

4 Q. HAS THE COMMISSION DETERMINED THAT PRIVATE LINE SERVICES ARE 

~ 5 COMPETITIVE? 

6 A. The Commission has classified the interexchange private line services as competitive and 

7 flexibly priced.160 The Commission has not classified the local private line services as 

8 

9 

10 

11 

12 

13 

14 

15 

competitive or flexibly priced. In discovery, USWC was unable to separate the private 

line revenues between the private line services the ACC has classified as competitive, and 

the private line services the ACC has not classified as competitive.16' It is reasonable to 

expect that the majority of the private line revenues are in the category that the 

Commission has classified as competitive. USWC contends that all private lines are 

competitive, but the Commission Order which granted competitive status specifically 

referenced "interexchange" private line services. 

16 Q. WHAT DO YOU RECOMMEND? 

17 A. I propose that USWC's proposal for E-911 and 91 1 services be granted as filed without 

18 

19 

20 

21 

additional increases allowed. I recommend that the customers of USWC monopoly 

services not be required to support USWC's pricing of their private line services below 

cost. To allow this would be requiring the customers of what are primarily non- 

competitive services to support USWC's competitive services. Therefore, I recommend 

McIntyre Supplemental Direct Testimony, pages 12-13. 159 

Paragraph 7, ACC Decision No. 59637. 
USWC response to Request WDA 16-002. 
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10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

, 
I 

21 

this Commission authorize USWC to increase its private line rates such as to produce an 

additional ** ** in revenues. 

Since at least a major portion of this service is flexibly priced, the Commission Order will 

not mandate the USWC management to increase the price for these competitively priced 

services, since that discretion has been given to management. However, the additional 

revenues will be imputed in the revenue analysis in this proceeding, regardless of whether 

the USWC management chooses to increase the private line rates or not. The revenue 

n requirement that is being considered in this case includes in excess of ** ** 

private line revenue requirement. However, the private line revenues are only ** 

**. Therefore, if the rates are not increased, or a revenue imputation is not made, 

that will mean the rates for non-competitive services will have to be priced to cover 

approximately ** 

If USWC chooses to price its competitive services at a loss, that is a USWC management 

decision which they are allowed to make under flexible pricing. However, in no event 

should the rates for other non-competitive services be set to remove the private line 

revenue requirement that the US WC management has elected to not recover in the private 

line rates. 

** of private line competitive service revenue requirement. 

In short, the revenue impact calculation should include a ** 

revenue increase for private line services, with the permission to make those increases 

* * '62 annual 

'62 The E91 1 increase of $109,972 is included in this proposal. Therefore, the increase for other services 
would be the stated amount less the E9 1 1 transport increase. 
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1 

2 

3 

4 Q. IF YOU DO NOT SPECIFICALLY ADDRESS A RATE DESIGN PROPOSAL OF 

5 

6 RATE PROPOSAL? 

7 A. No. If I do not specifically address a rate design proposal of USWC in this testimony, 

8 

9 

10 

granted to USWC. That revenue impact should be used regardless of whether USWC 

chooses to take advantage of that permission or not. 

USWC IN THIS TESTIMONY, DOES THAT MEAN YOU DO NOT OPPOSE THAT 

that does not necessarily mean I do not oppose that rate proposal. I recommend that the 

rates shown on Schedule WDA-20 be implemented in this proceeding. I recommend that 

no other rate changes be made in this proceeding other than those shown on Schedule 

11 WDA-20. 

12 
13 V. UNIVERSAL SERVICE ISSUES 
14 
15 A. ARIZONA’S PENETRATION RATE IS BELOW AVERAGE. USWC’S 
16 
17 

PROPOSED RATE INCREASES FOR RESIDENTIAL BASIC 
EXCHANGE SERVICE WOULD HARM UNIVERSAL SERVICE. 

18 

19 Q. DOES ARIZONA ALREADY HAVE A BASIC LOCAL SERVICE PENETRATION 

20 PROBLEM? 

21 A. Yes. Arizona lags behind most states in the USWC region and the majority of the states 

22 in the country in telephone service penetration rates. Only two states in USWC’s 14-state 

23 region (New Mexico and South Dakota) have penetration rates that are below Arizona’s 

24 current penetration rate of 93.2%. The average penetration rate for USWC’s 14-state 

25 region is 94.9%. In addition, Arizona lags behind 33 states nationwide in penetration. 

106 



1 

2 

3 

4 Q. IS USWC'S PROPOSAL TO DRASTICALLY INCREASE THE RATES FOR LOW 

5 

6 A. Absolutely not. USWC's proposal drastically increases the basic exchange service rates 

7 for the customers that Mr. Teitzel admits are least able to pay for these services. 164 This 

8 undermines the benefit of having assistance programs. USWC's proposal to drastically 

9 increase these rates will jeopardize the ability of these needy customers to obtain 

10 telephone service, is not in the public interest, and should be rejected by the Commission. 

11 

12 

13 

14 

15 ARIZONA. HOW MANY CUSTOMERS ACTUALLY RECEIVE ASSISTANCE IN 

16 ARIZONA? 

17 A. Only a small portion of those who Mr. Teitzel claims "qualify" for assistance actually 

18 

19 

The current nationwide average penetration rate is 94.2%, leaving Arizona well below the 

average for both USWC's region and the nation as a wh01e.l~~ 

INCOME AND LIFELINE CUSTOMERS IN THE PUBLIC INTEREST? 

Q. ON PAGE 37 OF HIS DIRECT TESTIMONY, MR. TEITZEL CLAIMS THAT THERE 

ARE APPROXIMATELY 160,000 CUSTOMERS THAT ARE ELIGIBLE FOR STATE 

AND/OR FEDERAL ASSISTANCE IN PAYING FOR TELEPHONE SERVICE IN 

receive assistance. For example, USWC indicates that the average number of USWC's 

customers that subscribe to Lifeline service in Arizona is 4,447 and the total number of 

20 subscribers who receive assistance from USWC's Low Income Telephone Assistance 

'63Data for annual 1999 unit penetration. FCC's Monitoring Report, CC Docket No. 98-202, December 
1999, Table 6.3. 

'64Teitzel Direct Testimony, page 37, line 14. 
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4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

Program (TAP) is 3,835.16' The fact is that programs such as Lifeline and TAP, which 

provide assistance to low income consumers are helpful, however, such need-based plans 

are not the fbll answer. Many of the customers that would qualify for such programs, for 

a number of different reasons do not receive assistance from these programs. For 

example, they may not be aware of these programs, may not be willing to go through the 

administrative procedures required to qualify or may for personal reasons be unwilling to 

accept assistance on the basis of their income. 

Such programs do help some customers, but in the interest of universal service it is also 

necessary that the residential basic exchange rates, which are available without requiring 

the customer to declare and prove that they have low income, should be as reasonably 

priced as possible. 

14 Q. ON PAGE 35, LINE 33 OF HIS DIRECT, MR. TEITZEL CLAIMS THAT HIS 

15 

16 "NEGLIGIBLE" IMPACT ON SUBSCRIBERSHIP LEVELS IN ARIZONA. ARE 

17 

18 

19 A. Yes. At USWC's current rates, USWC initiates the disconnection of over ** 

20 

PROPOSED RESIDENTIAL BASIC EXCHANGE INCREASES WILL HAVE A 

THERE MANY CUSTOMERS IN ARIZONA THAT ARE BEING PRICED OFF THE 

NETWORK AT THE CURRENT RATES? 

** 

residential customers for non-payment per year.'66 This represents nearly ** ** of 

'65USWC's Response to Data Request WDA 21-12 (b), which is an updated response to USWC's response 
to Data Request WDA 2- 16. 

'@According to Section E2.2.9 of USWC's Non-Recurring Priceouts 1999 Test Year, provided in response 
to Data Request WDA 21-3, USWC initiates the termination of an average of *: :* residential I 
services per month. 
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1 USWC's total residential lines in service in the State of Ari20na.l~~ Many residential 

2 

3 

customers are having trouble paying the phone bill even at current rates. Clearly, 

drastically increasing the rates for residence basic local exchange service would make 

4 these situations even worse. 

5 

6 Q. WHAT SHOULD BE DONE TO PROMOTE AN INCREASE IN PERCENT 

7 PENETRATION IN ARIZONA? 

8 A. In order to promote an increase in percent penetration in Arizona, the non-recurring and 

9 recumng residential basic exchange rates must be kept as low as possible. USWC's 

10 proposal to reduce the non-recurring residential basic exchange rates is a step in the right 

11 direction, but the USWC proposal to greatly increase the recurring rates will have a 

12 negative impact on penetration. 

13 

14 B. UNIVERSAL SERVICE SHOULD BE AFFORDABLE FOR ALL 
15 CUSTOMERS, NOT JUST "MOST CUSTOMERS" 
16 

17 Q. ON PAGE 36 OF HIS DIRECT, MR. TEITZEL ARGUES THAT "MOST 

18 CUSTOMERS" WILL BE ABLE TO AFFORD THE RESIDENTIAL BASIC 

19 

20 

21 

EXCHANGE RATE INCREASES THAT HE PROPOSES IN THIS PROCEEDING. 

DO YOU BELIEVE THAT A BASIC EXCHANGE RATE INCREASE IS 

WARRANTED AS LONG AS "MOST CUSTOMERS" CAN AFFORD TO PAY IT? I 

~ 

22 A. No. First of all, the current residential basic exchange service rates are not only already 
I 

23 well above the relevant residential basic exchange service TSLRICs, but also residential 

'67According to USWC's ARMIS Report 43-08 for the year 1999, Row 130, USWC has 2,009,298 
residential lines in service in Arizona. 
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basic exchange service makes the largest contribution of any major service category to 

the joint, shared and common costs, as shown on Schedule WDA-19. Secondly, 

residential basic exchange service is one of the services included in the definition of 

universal service. Due to the importance of this foundational service, residential basic 

exchange service should be universally affordable to all of those who wish to subscribe to 

it, not just affordable for what USWC calls ''most customers." 

7 

8 
9 

10 

11 Q. 

12 

13 

14 

15 A. 

16 

17 

18 

19 

20 

21 

22 

23 

24 

C. CHARGING EXCESSIVE RATES IN AREAS WHERE LITTLE OR NO 
COMPETITION EXISTS WILL NOT "ATTRACT" COMPETITORS 

ON PAGE 43, LINE 9 OF HIS DIRECT TESTIMONY, MR. TEITZEL CLAIMS THAT 

USWC'S PROPOSED RATE INCREASES FOR RESIDENTIAL BASIC EXCHANGE 

SERVICE "WILL INCENT COMPETITIVE GROWTH." WILL THESE PROPOSED 

RATE INCREASES PROMOTE COMPETITIVE GROWTH IN ARIZONA? 

No. USWC is claiming that it is pro-competitive to reduce rates in those areas where 

they may face Competition, while increasing rates in those areas where little or no 

competition exists. USWC is arguing that such a policy may attract competition to the 

areas or services where there is currently little or no competition. First of all, it is 

obvious that USWC would not propose a strategy that would actually result in increasing 

competition to itself. It is not in USWC's interest to propose a price structure that would 

attract competition for itself. 

USWC lowering the prices where they face competition forces the competitors to lower 

their prices, which lower competitors' earnings. This does not benefit the competitors. 
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USWC charging higher prices where they have monopoly power does not attract 

competitors, as will be discussed below. The high monopoly rates would attract 

competitors only if those competitors knew that those high monopoly rates would 

continue to exist once the competitors arrived in the area. However, from their past 

experience with LECs like USWC, the competitors know very well that those high 

"monopoly'' rates cease once the competitors enter the market. The competitors know 

very well that once they started competing in an area or service, USWC would drop their 

high "monopoly" rates and replace them with their low "anti-competitive" rates in those 

areas and for those services where competition existed. 

By pricing competitive services to produce little or even negative earnings, the LECs can 

make the competitors unprofitable, limit their growth, and send a message to the potential 

competitors that their profits will be low or non-existent wherever it is they choose to 

compete with that LEC. 

D. RELATIONSHIP BETWEEN UNBUNDLED NETWORK ELEMENTS 
AND RETAIL SERVICES 

20 Q. ON PAGE 33 OF HIS DIRECT TESTIMONY, MR. TEITZEL ARGUES THAT 

21 THERE MUST BE A LOGICAL RELATIONSHIP BETWEEN THE PRICES FOR 

22 UNBUNDLED NETWORK ELEMENTS AND THE RATES CHARGED FOR 

23 

24 

INDIVIDUAL SERVICES. IN TELECOMMUNICATIONS, IS IT COMMON FOR 

THE APPROPRIATE RATE FOR AN INDIVIDUAL SERVICE TO BE LESS THAN 
I 
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1 THE CHARGE FOR THE UNBUNDLED NETWORK ELEMENTS THAT ARE 

2 

3 A. Yes. In telecommunications, nearly all services are provided over shared facilities. 

4 When it is USWC that is providing the services to its end-users using those shared 

NEEDED TO PROVIDE THAT SERVICE? 

I 5 facilities, the proper rate design for those services is to price each service at a level that 

I 6 contributes to the recovery of the cost of the shared facilities. 

7 

8 

9 

When these facilities are rented to a competitor, these facilities are referred to as 

"unbundled network elements." When a competitor rents unbundled network elements 

10 from US WC, it is up to the competitor to properly price each of its services that it 

11 

12 

13 

14 

provides using these elements at a level that contributes to the recovery of the shared cost 

of renting those facilities from USWC. 

15 E. WIRELESS SERVICES ARE NOT A PRACTICAL ALTERNATIVE TO 
16 LANDLINE TELECOMMUNICATIONS SERVICES 
17 

18 

19 TESTIMONY TO A DISCUSSION OF WIRELESS SERVICE PROVIDERS. ON 

20 

Q. MR. TEITZEL DEDICATES SEVERAL PAGES OF HIS SUPPLEMENTAL DIRECT 
I 

PAGE 25 OF HIS TESTIMONY, HE REFERENCES A SURVEY THAT FOUND 45% 

21 

22 TO WIRELESS SERVICE. ON HIS SUPPLEMENTAL DIRECT TESTIMONY 

OF PHOENIX HOUSEHOLDS AND 43% OF TUCSON HOUSEHOLDS SUBSCRIBE 

23 EXHIBIT DLT-43, HE PROVIDES DATA SHOWING AN INCREASE IN 

24 CELLULAR MINUTES OF USE IN ARIZONA. DOES THIS INFORMATION 

112 



1 DEMONSTRATE THAT CELLULAR SERVICE IS REPLACING LANDLINE 

2 TELECOMMUNICATIONS SERVICES? 

3 A. No. At best, this information demonstrates that cellular services are a form of 

4 

5 

6 

7 

8 Q. HAVE USWC’S LINES IN SERVICE BEEN INCREASING OVER TIME, DESPITE 

9 THE FACT THAT WIRELESS SERVICES HAVE BEEN AROUND FOR SOME 

telecommunications that are a supplement to landline telecommunications services, not a 

replacement for them. As discussed elsewhere, the household penetration rate for basic 

exchange service in Arizona is 93.2%.16* 

10 TIME? 

11 

12 

13 

14 

15 

16 

17 

18 

19 

A. Yes. Despite the fact that wireless services have been around and growing for many 

years now, USWC’s number of access lines in service in Arizona has grown year after 

year. In addition, in response to discovery, USWC provided its forecast of residential 

lines in service through the year 2003. This forecast shows that USWC anticipates the 

number of both residential main lines and additional lines to ** 

**.I6’ In addition, nationwide the number of access lines (landline) has grown 

year after year, at the same time cellular service was also rapidly growing. Clearly, the 

growth of wireless service is not resulting in the decline of landline telephone service. 

‘68FCC’s Monitoring Report, CC Docket No. 98-202, December 1999, Table 6.3. 

1 ‘6%SWC’s response to Data Request WDA 3-22, Attachment A. 
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2 

3 COMPETITIVE WITH WIRELINE SERVICES.” DO YOU AGREE? 

Q. ON PAGE 26 OF HIS SUPPLEMENTAL DIRECT TESTIMONY, MR. TEITZEL 

CLAIMS THAT THE RATES FOR WIRELESS SERVICES ARE “EXTREMELY 

4 A. 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

No. One of the key determinants of the price of a cellular service package is the number 

of minutes that are included in the package. According to USWC, the average monthly 

residential basic exchange service flat-rate local usage on a USWC line is ** ** 

outgoing  minute^.'^' Nationwide, the percent of households that have telephone service 

(landline) has grown over the last ten years, even while cellular service was rapidly 

gr~wing.’~’  Of course, a call that is outgoing on one line is incoming on another line, so 

the total usage for landline telephone service is approximately in excess of ** 

minutes per line. Cellular service generally charges separately for incoming as well as 

outgoing minutes. 17* In his Supplemental Direct Testimony Exhibit DLT-30, Mr. Teitzel 

provided a comparison of some of the wireless service packages that are offered in 

Arizona. Under the wireless plans shown on Mr. Teitzel’s Exhibit, a wireless plan that 

included 1,000 minutes of use would cost a minimum of about $49.99 per rn~n th . ”~  This 

is over 3.5 times the USWC charge for landline residential basic exchange service, which 

is $13.18 per month.’74 

** 

‘7%SWC’s response to Data Request WDA 1-32 (A). 

171 FCC‘s Monitoring Report. 
17* Some PCS allows the first incoming minute at no charge, but then charges after that. 
1730f the plans shown on Exhibit DLT-30, VoiceStream Wireless Get More 2000 Service would be the 

closest reasonable charge. Under this plan, the customer is charged $39.99 per month for 500 “anytime” 
minutes and an additional $10.00 for 500 “weekend minutes. Therefore, the total charge would be 
$49.99. 
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VI. CONCLUSION 

Q. WHAT DO YOU RECOMMEND? 

A. Staff recommends the rate design as shown on Schedule WDA-20. The Staff 

recommendation is a reasonable proposal that balances the Company interest with the 

public interest. The Staffs recommendations are based upon proper rate design 

principles and requirements, including those included in TA96. 

Staff recommends that the Commission deny the US WC "competitive zone" proposal. 

Staff recommends that any regulatory structure that is adopted should include a specific 

requirement that prices in different geographic areas may not vary by an amount that is 

greater than the variation that is justified by any variation in the cost of providing service. 

If the regulatory structure allows price flexibility or "revenue neutral" restructuring, any 

such restructure should not increase the rate differential between geographic areas that is 

incorporated in the specifically approved ACC rates, without specific Commission 

approval. 

USWC's "competitive zone" proposal has not been supported by the evidence that the 

Commission rules require it to provide to show a service or area is competitive. Many of 

the services in many areas that USWC considers to be competitive will not meet the 

requirements of the Commission rule, and are not competitive by standard criteria. The 

data that USWC has provided in this proceeding indicates that fewer than ** 

115 



10 

11 

12 

~ 

116 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

** of the residential lines in service have been ported in the 23 wire centers that 

US WC proposes be immediately established as residential “competitive zones”. The 

data USWC provided shows that USWC has “lost” only about ** ** of the business 

lines, and is serving ** 

USWC proposes be immediately established as “competitive zones”. 

** of the business lines, even within the 49 wire centers that 

In addition, USWC’s “competitive zone” proposal would allow USWC to violate Section 

254(k) of the TA96. The proposal would allow USWC to shift the recovery of joint and 

common costs away from competitive services, and onto monopoly ratepayers across 

geographic areas of the state. Under USWC’s proposal, USWC would be allowed to 

charge higher rates for a service in areas that are subject to little or no competition and 

lower rates for that service where competition does exist. This difference in pricing 

would not have to reflect a difference in cost of providing service. This is contrary to the 

requirements of Section 254(k). The Commission must establish cost allocation rules or 

other safeguards which prevent such a discriminatory recovery of the joint and common 

costs. 

USWC’s claims that residential basic exchange service is “below cost” and is receiving a 

“subsidy” from other services, is based upon a direct violation of the proper calculation 

of direct costs/TSLRICs. The accepted definition of TSLRIC dictates that only costs that 

are directly caused by one service are to be considered as the direct costs of that service. 

The loop facility is shared by several services, but USWC improperly included 100% of 

the loop cost in its claimed direct cost/TSLRIC for basic exchange service. However, for 



6 

7 

8 

9 

10 

11 

the other services that share the loop facility, which include toll, switched access, and 

vertical services, USWC included no portion of the loop facility costs. When the direct 

cost/TSLRIC of residential basic exchange service is calculated using the accepted 

TSLRIC definition, the direct cost of residential basic exchange service is ** **. If 

USWC ceased providing residential basic exchange service, while continuing to provide 

all other services, USWC would lose an average of $13.18 per month, per line in revenue, 

but would save only ** ** per line per month in costs, even in the long run. USWC 

is clearly better off with residential basic exchange service than without it. Residential 

basic exchange service makes the largest contribution toward the residential shared joint 

and common costs of any residential service. 

12 Q. DOES THIS CONCLUDE YOUR RATE DESIGN TESTIMONY? 

13 A. Yes. 
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SCHEDULE WDA-16 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 
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SCHEDULE WDA-18 CONTAINS INFORMATION 

CLAIMED TO BE PROPFUETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



SCHEDULE WDA- 19 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



SCHEDULE WDA-20 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



Arizona 
Docket No. T-1051B-99-105 
WDA 19-005 

Schedule WDA-2 1 
Page 1 of 1 

INTERVENOR: Arizona Corporation Commission Staff (Dunkel) 

REQUEST NO: 005 

With reference to USWC's June 28, 1999 petition to classify its Directory 
Assistance Service as competitive, USWC requested that the Commission allow 
USWC to implement a $1.50 maximum rate for DA service and to eliminate the 
one call allowance for DA. 

A. Please provide USWC's estimated annual revenue impact of its proposed 
changes for DA. 
quantities, proposed quantities, present rates and proposed rates for 
DA . 

The revenue impact provided should show all present 

B. Please provide a breakdown of the revenue impact provided in response to 
part (a) to separately show the revenue impact that results fromthe 
proposed rate increase and the revenue impact that results from the 
elimination of the one-call allowance for DA. 

RESPONSE : 

a. On December 7 ,  1999, the Commission approved U S WEST's petition to 
classify its DA service-as competitive. However, the Commission did not 
approve the proposed pricing changes included in the petition, stating that 
the price changes and associated revenue impact would be addressed in the 
rate case. The original revenue impact of U S WEST's pricing proposal in the 
rate case was $18.261 million, as stated in the Direct Testimony of David 
Teitzel. However, since that time, the Company has received updated 
information indicating that the revenue impact should have been shown as 
$23.538 million. The Company is preparing an update to its rate case filing 
to reflect this change. 

b. 
proposal is shown on Confidential Attachment A. Confidential Attachment A is 
being provided pursuant to the terms of the Protective Agreement in this 
proceeding. 

The revenue impact associated with the Company's revised rate case DA 



SCHEDULE WDA-22 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



SCHEDULE WDA-23 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 
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US WEST Communications 
Docket No. T-1051B-99-105 
Direct Testimony: S .  G. Hill 

INTRODUCTION / SUMMARY 

Q. PLEASE STATE YOUR NAME, OCCUPATION AND ADDRESS. 

A. My name is Stephen G. Hill. I am self-employed as a financial consultant, and principal of 

Hill Associates, a consulting firm specializing in financial and economic issues in regulated 

industries. My business address is P. 0. Box 587,4000 Benedict Road, Hurricane, West 

Virginia, 25526 (e-mail: sghill@compuserve.com). 

Q. BIUEF’LY, WHAT IS YOUR EDUCATIONAL, BACKGROUND? 

A. After graduating with a Bachelor of Science degree in Chemical Engineering from Auburn 

University in Auburn, Alabama, I was awarded a scholarship to attend Tulane Graduate 

School of Business Administration at Tulane University in New Orleans, Louisiana. There 

I received a Master’s Degree in Business Administration. More recently, I have been 

awarded the professional designation “Certified Rate of Return Analyst” by the Society of 

Utility and Regulatory Financial Analysts. This designation is based upon education, 

experience and the successful completion of a comprehensive examination. A more detailed 

account of my educational background and occupational experience appears in Appendix A. 

Q. HAVE YOU TESTlFIED BEFORE THIS OR OTHER RJ%n*ATORY COMMISSIONS? 

A. Yes, I have appeared previously before this Commission. In addition, I have testified on 

cost of capital, corporate finance and capital market issues in over 175 regulatory 

proceedings before the following regulatory bodies: the West Virginia Public Service 

Commission, the Texas Public Utilities Commission, the Oklahoma State Corporation 

Commission, the Public Utilities Commission of the State of California, the Pennsylvania 

Public Utilities Commission, the State of Maine Public Utilities Commission, the 

Minnesota Public Utilities Commission, the Ohio Public Utilities Commission, the 

Insurance Commissioner of the State of Texas, the North Carolina Insurance 
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Direct Testimony: S. G. Hill 
Dmket NO. T-1051B-99-105 

Commissioner, the mode Island Public Utilities Commission, the City Council of Austin, 

Texas, the Missouri Public Service Commission, the South Carolina Public Service 

Commission, the Public Utilities Commission of the State of Hawaii, the Maryland Public 

Service Commission, the Public Service Commission of Utah, the Illinois Commerce 

Commission, the Kansas Corporation Commission, the Indiana Utility Regulatory 

Commission, the Virginia Corporation Commission, the Montana Public Service 

Commission, the New Mexico Public Service Commission, the Public Service 

Commission of Wisconsin, the Vermont Public Service Board, the Federal 

Communications Commission and the Federal Energy Regulatory Commission. I have also 

testified before the West Virginia Air Pollution Control Commission regarding appropriate 

pollution control technology and its fmancial impact on the company under review and have 

been an advisor to this Cornmission on matters of utility finance. 

0. ON BEHALF OF WHOM ARE YOU TESTIFYING IN THIS PROCEEDING? 

A. I am testifying on behalf of the Staff of the Arizona Corporation Commission (Staff). 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 
A. I have been requested by the Staff to present a cost of capital analysis for the Arizona local 

exchange operations of Qwest, formerly US WEST Communications, Inc. (USWC’, the 

Company). As part of my analysis, I will recommend and testify to the overall rate of 

return that should be utilized in determining the revenue requirement for the Company in 

this proceeding. In addition, I will comment on the cost of capital testimony submitted by 

Company witness Peter Cummings. 

Q. HAVE YOU PREPARED AN EXHIBIT IN SUPPORT OF YOUR TESTIMONY? 

A. Yes. I have prepared an Exhibit, entitled Exhibit-(SGH-1), consisting of 12 Schedules. 

This Exhibit was prepared by me and is correct to the best of my knowledge and belief. 

Qwest’s local exchange operations will be referenced in this testimony as USWC-AI~ZOM or USWC-AZ, 
and due to the recent name change, Qwest will be referred to as US WEST Communicaions in this 
testimony. 
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Direct Testimony: S. G. Hill 
D N k t  NO. T-1051B-99-105 

Q. PLEASE SUMMARIZE YOUR TESTIMONY AND FINDINGS CONCERNING THE 

RATE OF R E T ”  WHICH SHOULD BE ALLOWED IN ESTABLISHING A 

REVENUE REQUIREMENT FOR THE ARIZONA LOCAL EXCHANGE TELEPHONE 

OPERATIONS OF US WEST COMMUNICATIONS IN THIS PROCEEDING. 

A. My testimony is organized into four sections. First, I review the current macro-economic 

environment in which my equity return recommendation is made and show that current 

economic indicators support the reasonableness of that recommendation. Second, I review 

the Company’s requested capital structure and determine an appropriate ratemaking capital 

structure. 

Third, I evaluate the Company’s cost of equity capital using Discounted Cash Flow 

@CF), Modified Earnings-Price Ratio (MEPR), Market-to-Book Ratio (MTB) and Capital 

Asset Pricing Model (CAPM)) analyses. It is not possible to directly analyze the equity 

capital cost of a local exchange telecommunications fm like USWC-Az because no fms  

exist which engage only in those operations. Therefore, I determine the cost of equity using 

proxy groups that bracket the operating risk of USWC-Az. That is, the equity capital cost 

rates of f m s  that have similar-but-lower risk as well as f m s  that have similar-but-higher 

risk than USWC-Az are analyzed, and provide an indication of the upper and lower bound 

of the cost of equity for a local exchange telephone company. 

In the fourth section of my testimony, I discuss the shortcomings contained in 

Company witness Cummings’ equity capital cost analysis. Mr. Cummings’ analysis 

improperly focuses only on f m s  that have higher operating risk than USWC-Arizona. The 

Company witness’ analysis uses telecommunications holding companies as well as a 

sample of fully-competitive firms to estimate the cost of equity. However, information 

relative to the level of competition experienced in Arizona (provided by the Company in 

response to Staff data requests) indicates that competition has made only very small inroads 

into the Company’s local exchange operating revenues, and net profits are up strongly 

during the past few years. Therefore, the Company’s own operating data confirms that 

USWC-Az remains a near-monopoly provider of local exchange service-a relatively 

lower-risk enterprise. Therefore, Mr. Cummings’ exclusive focus on fully-competitive 
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f m s  produces an equity cost estimate which overstates that appropriate for the Company’s 

local exchange operations in Arizona. 

I have estimated the equity capital cost of local exchange telephone operations of 

similar risk to US WEST Communications to be in the range of 11.0% to 12.5%. Within 

that range, a reasonable point estimate of the cost of equity capital for the Company is at the 

mid-point of that range, or 11.75%. Utilizing an 11.75% equity cost rate with the cost of 

debt and capital structure requested by the Company produces an overall cost of capital 

range for US WEST Communications of 9.55% (see Exhibit-(SGH-1), Schedule 12). I 

recommend that the Commission rely on that overall return for the purpose of setting rates 

for USWC-Arizona in this proceeding. 

Q. WHY SHOULD THE COST OF CAPITAL SERVE AS A BASIS FOR THE PROPER 

ALLOWED RATE OF RETURN FOR A REGULATED FIRM? 

A. The Supreme Court of the United States has established, as a guide to assessing an 

appropriate level of profitability for regulated operations, that investors in such firms are to 

be given an opportunity to earn returns that are sufficient to attract capital and are 

comparable to returns investors would expect in the unregulated sector for assuming the 

same degree of risk. The Bluefield and Hope cases provide the seminal decisions pluefield 

Water Works v. PSC, 262 US 679 (1923); FPC v. HoDe Natural Gas Companv, 320 US 

591 (1944)]. These criteria were restated in the Permian Basin Area Rate Cases, 390 US 

747 (1968). However, the Court also makes quite clear in Hope that regulation does not 

guarantee profitability and, in Permian Basin, that, while investor interests (profitability) 

are c e W y  pertinent to setting adequate rates, those interests do not exhaust the relevant 

considerations. 

As a starting point in the rate-setting process, then, the cost of capital of a regulated 

f m  represents the return investors could expect from other investments, while assuming 

no more and no less risk. Since financial theory holds that investors will not provide capital 

for a particular investment unless that investment is expected to yield their opportunity cost 
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of capital, the correspondence of the cost of capital with the Court’s guidelines for 

appropriate earnings is clear. 

I. ECONOMIC ENVIRONMENT 

Q. WHY IS IT IMPORTANT TO REVIEW THE ECONOMIC ENVIRONMENT IN THE 

PROCESS OF DETERMINING AN E Q m  COST ESTIMATE? 

A. The cost of equity capital is an expectational, or ex ante, concept. In seeking to estimate the 

cost of equity capital of a fm, it is necessary to gauge investor expectations with regard to 

the relative risk and return of that fm, as well as that for the particular risk-class of 

investments in which that firm resides. Because this exercise is, necessarily, based on 

understanding and accurately assessing investor expectations, a review of the larger 

economic environment within which the investor makes his or her decision is most 

important. Investor expectations regarding the strength of the U.S. economy, the direction 

of interest rates and the level of inflation (factors that are determinative of capital costs) are 

key building blocks in the investment decision. They should be reviewed by the analyst and 

the regulatory body in order to assess accurately investors’ required retum-the cost of 

equity capital. 

Q. IN LIGHT OF THE CURRENT FINANCIAL AND ECONOMIC ENVIRONMENT I N  

THE U.S., WHY DO YOU BELIEVE AN 11.75% RETURN ON EQUITY CAPITAL IS 

REASONABLE FOR A LOCAL EXCHANGE TELEPHONE COMPANY IN TODAY’S 

CAPITAL MARKET? 

A. Although there was a strong upward movement in interest rate levels during 1999 and the 

first half of 2000, the overall level of fmed-income capital costs continues to remain 

relatively modest by historical standards. Also, there are examples in the marketplace for 

equities that indicate that investor return requirements continue to remain relatively low. 

For example, recent investor service reports regarding the utility industry indicate 

that investment return expectations in that industry are relatively modest. As this 
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Commission is well aware, the energy utility is changing dramatically as restructuring 

occurs in both the electric and gas businesses. Therefore, while carrying less risk than 

telecommunications companies generally, gas utilities face many of the same kinds of 

competitive (i.e., bypass) risks faced in the local exchange telephone industry, and, thus, 

provide an indicator of the lower end of investors’ return expectations for local exchange 

telephone companies. 

A recent A.G. Edwards report on the gas utility industry2 indicates that market- 

based return expectations for gas utility stocks are well below historical earned returns. 

That investor service publication reports that, for a sample of 19 large and small gas 

distributors, the median total return expectation (dividend yield plus expected growth--a 

DCF-type calculation) is approximately 9.5%. That total equity return expectation is far 

below the lower end of the range of equity returns I recommend in this proceeding for 

USWC-Arizona-l l .O%. 

A.G. Edwards also reviews the estimated total return for “integrated” gas utilities, 

and energy merchant companies. Those firms, unlike gas distribution operations (and 

similar to telephone companies), have significant non-utility operations and, as a result, 

have a higher overall investment risk. A.G. Edward’s median market return expectation for 

all the gas industry companies it reviews is 10.1%. Therefore, even for gas operations that 

engage in significant unregulated operations (exploration, production, gas marketing), 

investors’ equity return expectations, as exhibited by that recent A.G. Edwards publication, 

are below the lower end of the range I recommend for USWC-Arizona in this proceeding. 

Those data confirm that my 1 1.75% equity return recommendation for telecommunications 

companies is conservative. 

Another indication of the reason investors are willing to buy and hold stocks that 

offer relatively low returns is shown in Exhibit-(SGH- l), Schedule 1, page 1, which 

depicts Moody’s A-rated utility bond yields from 1984 through May, 2000. Page 1 of 

Schedule 1 shows that interest rates and capital costs, even with the recent yield increases, 

remain low relative to the interest rate levels that existed in the mid-1980s. Also, page 2 of 

A.G. Edwards, “Gas Utilities Quarterly Review,” March 31,2000. 
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Schedule 1 (Exhibit-(SGH- l)), which presents the year-average Moody's A-rated bond 

yields for each year over the past 30 years (1968-1999), shows that the last time debt cost 

rates were as low as they were during 1998 was roughly thirty years ago. In 1999, A-rated 

bond yields were considerably higher than the average yield established in 1998 

(approximately 7.6% versus 7% in 1998) but that level is still similar to average bond yield 

levels last seen in the U.S. in the late 1960s and early 1970s (prior to the 1974 oil 

embargo). Even the most recent average A-rated utility bond yield, 8.2%3, falls in the 

lower range of interest rates that have existed over the past 30 years. 

The above data indicate that capital costs, even with the recent credit tightening by 

the Federal Reserve, remain at relatively low levels and generally support the efficacy of 

my range of equity capital costs. However, it is important to note here that equity capital 

cost rates and bond yields do not move in lock-step fashion over time. In fact, the 

variability of that return differential is a fundamental reason why risk premium type 

analyses-which attempt to quanhfy the additional return over bond yields required by 

equity investors-are not reliable as primary indicators of equity capital cost. Therefore, it 

is necessary to perform an independent cost of equity capital analysis, rather than to simply 

"index" the cost of capital to current interest rates. 

Q. PLEASE BRIEFLY DESCRIBE THE INTEREST RATXI CHANGES THAT HAVE 

OCCURRED IN THE U.S. ECONOMY OVER THE PAST FEW YEARS AM> HOW 

THEY IMPACT CAPITAL COST RATE EXPECTATIONS FOR THE FUTURE. 

A. The interest rate trough that existed in 1986 and early 1987, mentioned above, spurred 

increased economic activity in the U.S. The rate of growth in the U.S. Gross Domestic 

Product (GDP) increased rapidly by the end of 1987 and showed signs of continuing to 

gain strength. That increased economic activity, in turn, led to increased inflation 

expectations (a rapid rate of economic growth can create shortages in labor and materials, 

driving up the price of those factors of production which ultimately results in higher prices 

Value Line Selection & Opinion, most recent six weekly editions (4/28/00-6/2/00, inclusive), A-rated 
utility bond yield averages. 
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in all sectors of the economy). That expectation of increased inflation caused the Fed to act 

aggressively to slow down what was widely believed to be an overheating economy. The 

very sharp interest rate rise that followed in late 1987 and 1988, shown on 

Exhibit-(SGH-1), page 1 of Schedule 1, succeeded in damping down the economy, 

reducing inflationary pressures, and allowing interest rates to fall again. 

Since that time, the “cat and mouse” game between the Fed and nascent inflation 

has continued to be a primary influence in the U.S. macro-economy and the level of interest 

rates. Overall, as inflation has remained calm, interest rates have trended downward, but 

that general downward direction has been interrupted when investors (and/or the Fed) 

believed that falling interest rates would spur rapid economic growth. Rapid economic 

growth has, historically, created unwanted inflation. Investors therefore, anticipating that 

higher inflation and interest rates might be the result of rapid economic expansion, have 

reacted to positive economic news (e.g., increasing GDP growth rates, lower 

unemployment) or negative inflation news (e.g., increasing commodity prices, factory 

capacity or labor shortages) by bidding down debt prices and driving up interest rates. That 

is precisely the economic situation that fueled the more recent interest rate peaks from €994 

through the 1999/2000 period (see Exhibit-(SGH-1), Schedule 1, page 1). 

As I noted previously, single-A rated utility debt yielded about 7.6%, on average, 

in 1999, while, more recently, equivalently-rated debt has been priced to yield 8.2%. That 

cost rate increase is due, primarily, to investors’ concerns regarding the continued strength 

of the U.S. economic expansion (now the longest peacetime expansion U.S. in history) 

and the potential for increased inflation caused by that rapid level of growth. As Value Line 

noted in its most recent Quarterly Review regarding economic growth, inflation and the 

interest rate environment, the current expectation is that the Federal Reserve’s credit 

tightening will, in the latter half of 2000 begin to slow down the economy. Moreover, 

Value Line predicts that while interest rate increases will be volatile for a time, they will 

continue in the future at relatively moderate levels preserving a favorable capital cost 

environment: 
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“Economic Growth: As noted, growth surged late in 
1999 and in the early part of this year. Moreover, we look 
for just a modest reduction in activity this quarter, with GDP 
rising by at least 4.0%-4.5% [chart omitted]. A further 
slowing in the pace of activity is then likely in the third and 
fourth quarters, as past and prospective tightening moves by 
the Fed start to finally clip the sails of the housing, retail, 
labor, and industrial markets [chart omitted]. Continued 
moderation in growth, to the 3.0%-3.3% level, would then 
seem likely in 2001. Thereafter, assuming no major 
miscalculations by the Fed, or exogenous shocks on the 
U.S. or international stage, GDP growth would likely hold 
near that level over the next 3 to 5 years. We caution, 
however, that deviations from such a growth path-indeed, 
even a recession-are possible within this several-year 
projection period. 

Inflation: On balance, the rate of price inflation remains 
modest. For example, producer prices fell in the latest month 
and consumer prices were unchanged, reflecting a brief, 
early spring decline in oil prices. More recently, however, 
oil quotations have rebounded to around the $30-a-barrel 
level. That uptick, coupled with a rise in both wage and 
benefits costs, is spreading fear through the financial 
markets for its potential implications on the interest-rate 
front. Our sense, though, is that barring a further surge in oil 
prices or an unexpected flareup elsewhere on the pricing 
spectrum, producer (or wholesale) prices will probably 
average a still-manageable 3% this year, while the less 
volatile Consumer Price Index should hold in the 2.5% area. 
Slower growth should then allow these inflation gauges to 
moderate in 2001 [chart omitted]. 

Interest Rates: Currently, in contrast to the expected 
gradual moderation in growth and inflation over the course 
of the next few quarters, we see no such decline, or even 
stability, on the interest rate front. Indeed, it appears likely 
that short-term rates may head higher before they go lower, 
with one or more rate increases likely before the Fed is 
fdshed with its monetary tightening initiatives later this 
year. The right side of all this is that once the lead bank has 
accomplished its objective (i.e., to reduce growth and keep 
price inflation at bay), long-term rates, which largely reflect 
inflationary expectations, should decline. That, in turn 
would help to set the stage for further growth out to the 
middle years of this decade [chart omitted]” (The Value Line 
Investment Survey, Selection & Opinion, June 2,2000, pp. 
4879,4880) 

In that most recent Quarterly Economic Review, Value Line projects long-term 

Treasury bond rates will average 6.2% through 2000 and 5.8%-5.9% each year through 
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2004. The recent six-week average 30-year T-bond yield is 5.92% (data from Value Line, 
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Selection & Opinion, six weekly editions, April 28, through June 2000), with the yield 

falling to 5.8% in the most recent week. Therefore, the indicated expectation with regard to 

interest rates is that they are likely to fluctuate somewhat during the remainder of this year, 

but will remain within a relatively narrow range over the next few years. These data 

indicate that the current environment of relatively low capital costs is likely to continue into 

the future. 

11. CAPITAL STRUCTURE 

Q. WITH WHAT CAPITAL STRUCTURE HAS US WEST COMMUNICATIONS 

REQUESTED RATES BE SET IN THIS PROCEEDING? 

A. As discussed in Company witness Cummings’ Supplemental Direct Testimony, page 2, 

US WEST Communications is basing its rate request on the book value capital structure of 

USWC as reported to the Federal Communications Commission and as allocated to the 

Company’s Arizona operations. That is, the dollar amounts of the capital used to establish 

the weights used in the Company’s requested weighted cost of capital are based on the 

values that appear on its balance sheet as reported to the FCC. Some portion of those 

amounts is then allocated to the Company’s Arizona operations to produce the capital 

amounts shown in Mi. Cummings Exhibit PCC-02. The Company’s allocated capital 

structure consists of 52.4% common equity, and 47.6% total debt (long-term and short- 

term debt). It is important to note that this capital structure is more leveraged (i.e., contains 

more debt and less equity) that the capital structure originally filed4. Because of that fact, 

the Company’s updated capital structure request would more cost-effectively finance its 

Arizona operations. 

The Company originally requested a ratemaking capital structure consisting of 58.76% equity and41.24% 
debt. 
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PROCEEDING THE CAPITAL STRUCTURE THAT US WEST PRESENTS TO 

INVESTORS? 

A. No, it is not. ExhibitJSGH-1), Schedule 2, page 1 contains the capital structures that US 

WEST presents to investors and the investment community in its Investor Handbook and 

its Securities and Exchange Commission reports. In its publications targeted to investors 

US WEST presents “consolidated” (total operations including directory publishing, 

wireless, enhanced phone services, etc.) and “telephone operations only” capital structures 

which are quite different than the allocated capital structure on which the Company relies 

for ratemaking purposes in this proceeding. 

The upper half of page 1 of Schedule 2 shows US WEST’s consolidated capital 

structure over the past five years, as reported in the Company’s 1998 Investor Handbook 

and its January 26,2000 S.E.C. Form 8-K. Those data indicate that, absent consideration 

of short-term debt, US WEST’s consolidated equity ratio averaged between 39% and 46% 

from 1995 through 1997. If short-term debt were included in the calculation of those capital 

structures the equity ratios would be lower. More recently, at year-end 1998 and 1999, US 

WEST’s consolidated equity ratio fell dramatically, comprising only 8% to 10% of capital 

(again, excluding consideration of short-term debt). That recently published equity ratio is 
only a fraction of that requested by the Company for ratesetting purposes in this 

proceeding. 

The lower half of page 1 of Schedule 2 depicts US WEST’s “telephone operations 

only” capital structure as reported to investors over the past five years. That presentation of 

the Company’s capitalization indicates an equity ratio ranging from approximately 37% to 

44% of total equity over the 1995-1999 period. Over that five-year period the average year- 

end equity ratio for the “telephone operations only,” according to the Company’s own 

published data, averaged approximately 40% of total capital. It is important to note, these 

data are taken from a handbook designed especially for investors and published by US 

WEST. 
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Therefore, in presenting its balance sheet and capitalization to the investment 

community, the Company indicates a substantially different capitalization than that reported 

to the FCC and utilized by Mr. Cummings to determine the overall cost of capital. The 

capital structures presented to investors indicate a more highly leveraged company (a firm 

which is capitalized with more debt and less equity) than the capital structure requested by 

the Company in this proceeding. All else equal, a firm financed with less debt and more 

equity will impart lower financial risk to the equity holder and investors will require a lower 

return for due to that additional cushion. This is a widely-accepted tenet of modern 

corporate finance. 

Q. DO THE OTHER TELECOMMUNICATIONS HOLDING COMPANIES EXHIBIT 

SIMILAR CAPITAL STRUCTURES TO THAT PUBLISHED BY US WEST’s 

TELEPHONE OPERATIONS? 

A. Yes. Page 2 of Schedule 2 shows the most recent available capital structure for the 

telecommunications holding companies studied in this testimony and published in Value 

Line (Ratings & Reports, April 7,2000). Absent consideration of US WEST’S 

consolidated capital structure (which contains a very low equity ratio), the 

telecommunications holding companies are currently capitalized with approximately 44% 

equity and 56% fured-income capital (preferred stock, long- and short-term debt). Those 

recent-average equity and fixed-income percentages for the telecommunications holding 

companies indicate that those firms (which include riskier, competitive operations) are 

capitalized with less equity and more debt, on average, than the Company requests in this 

proceeding. 

It is important to note that the equity ratio implicit in the capital structure requested 

by the Company in this proceeding falls within the range exhibited by the 

telecommunications holding companies. Absent consideration of US WEST’s 

capitalization, the equity percentage of the capital structures exhibited by the larger 

telecommunications holding companies currently ranges from approximately 32% (GTE 

12 



US WEST Communications 

Direct Testimony: S. G. Hill 
DWket NO. T-1051B-99-105 

Corp.) to 55% (SBC Corp.). The Company's requested ratemaking capital structure, 

which contains 52.4% common equity, falls near the top end of that range. 

Q. HOW DOES THE COMPANY'S REQUESTED CAPlTAL STRUCTURE COMPARE TO 

THE CURRENT CAPITALIZATION OF GAS AND ELECTFSC UTILITY 

OPERATIONS? 

A. The June 2000 edition of CA Turner's Utility Reports indicates that the current average 

equity ratio in the electric industry (81 electric and combination electric and gas utilities) is 

39% of total capital. For the gas distribution and integrated natural gas industry, that same 

publication indicates that those fms are cun-ently capitalized with an equity ratio of 43%. 

The Company's requested equity ratio, 52.4%, is well above the equity ratios which exist, 

on average, in the utility industry. 

Q. WHAT IS YOUR RECOMMENDATION, THEN, WITH REGARD TO THE CAPITAL 

STRUCTURE AND EMBEDDED COST RATES THAT SHOULD BE USED IN 

DETERMr"G THE OVERALL COST OF CAPITAL IN THIS PROCEEDING? 

A. Schedule 2, page 3 shows that, for purposes of determining an overall rate of return in this 

proceeding I have elected to rely on the capital structure and embedded cost rates requested 

by the Company in this proceeding. That capital structure consists of 52.43% equity and 

47.57% debt. As I noted above, that ratemaking capital structure contains an equity ratio 

which is above that employed, on average, by telecommunications holding companies and 

utility operations and falls at the upper end of the range of capital structures exhibited by 

those f m s .  Therefore, that capital structure will impart less financial risk, on average, than 

that employed by either the telecommunications holding companies or utilities. In that way, 

the capital structure that I recommend recognizes the potential for increased operating risk 

in local exchange telephone operations. The embedded cost of debt used in my 

recommended capital structure is that requested by the Company-7.39%. 
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III. METHODS OF EQUITY COST EVALUATION 

DISCOUNTED CASH FLOW MODEL 

Q. PLEASE DESCRIBE THE DISCOUNTED CASH FLOW @CF) MODEL YOU USED 

TO ESTIMATE THE COST RATE OF COMMON EQUITY CAPITAL FOR THE 

COMPANY’S LOCAL EXCHANGE TELECOMMUNICATIONS OPERATIONS. 

A. The DCF model relies on the equivalence of the market price of the stock (P) with the 

present value of the cash flows investors expect from the stock, providing the discount rate 

equals the cost of capital. The total return to the investor, which equals the required r e m  

according to this theory, is the sum of the dividend yield and the expected growth rate in 

the dividend. 

The theory is represented by the equation, 

k = D / P + g  , (1) 

where “k” is the equity capitalization rate (cost of equity, required return), “DP’ is the 

dividend yield (dividend divided by the stock price) and “g” is the expected sustainable 

growth rate. 

Q. WHAT GROWTH RATE (g) DID YOU ADOPT IN DEVELOPING THE COST OF 

COMMON EQTJTIY FOR THE COMPANY? 

A. The growth rate variable in the traditional DCF model is quantified theoretically as the 

dividend growth rate investors expect to continue into the indefrnite future. The DCF model 

is actually derived by 1) considering the dividend a growing perpetuity, that is, a payment 

to the stockholder which grows at a constant rate indefinitely, and 2) calculating the present 

value (the current stock price) of that perpetuity. The model also assumes that the company 

whose equity cost is to be measured exists in a steady state environment, i.e., the payout 

ratio and the expected return are constant and the earnings, dividends, book value and stock 
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price all grow at the same rate. As with all mathematical models of real-world phenomena, 

the DCF theory does not exactly “track” reality. Payout ratios and expected equity returns 

do change over time. Therefore, in order to properly apply the DCF model to any real- 

world situation and, in this case, to find the long-term sustainable growth rate called for in 

the DCF theory, it is essential to understand the determinants of long-run expected dividend 

growth. 

Q. CAN YOU PROVIDE AN EXAMPLE TO ILLUSTRATE THE DETERMINANTS OF 

LONG-RUN EXPECTED DIVIDEND GROWTH? 

A. Yes, an example, which illustrates the determinants of long-run expected dividend growth, 

is provided in detail in Appendix B. 

Q. DID YOU USE THE SUSTAINABLE GROWTH RATE APPROACH TO DEVELOP AN 
ESTIMATE OF THE EXPECTED GROWTH RATE FOR THE DCF MODEL? 

A. Yes. The objective of this proceeding is to determine rates for USWC’s local exchange 

operations in Arizona. One important part of that determination is an estimate of the cost of 

equity capital to the company. Direct market data regarding USWC-Arizona’s equity capital 

is not available. Therefore, I have calculated both the historical and projected sustainable 

growth rate for a sample of telecommunications firms with sizeable local exchange 

operations, which was also used by Company witness Cummings in his Direct Testimony. 

That sample of companies is comprised of the remaining former-Bell Regional Holding 

Companies (RHCs) and GTE. In addition, and in order to more accurately assess the 

equity capital cost rate of USWC-Az’s local exchange operations, I have estimated the 

equity capital cost a sample of property/casualty insurance companies and natural gas 

distribution companies. To supplement the sustainable growth rate analysis, I have also 

analyzed published data regarding both historical and projected growth rates in earnings, 

dividends, and book value for all the companies under study. 
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A. In addition to the fact that USWC-Arizona’s common equity is not publicly traded, I have 

used the “similar sample group” approach to cost of capital analysis because such an 

analysis yields a more accurate determination of the cost of equity capital than does the 

analysis of the data of one individual company. Any form of analysis in which the result is 

an estimate, such as growth in the DCF model (or any other equity cost estimation model), 

is subject to measurement error, i.e., error induced by the measurement of a particular 

parameter or by variations in the estimate of the technique chosen. When the technique is 

applied to only one observation (e.g., estimating the DCF growth rate for a single 

company) the estimate is referred to, statistically, as having “zero degrees of freedom.” 

This means, simply, that there is no way of knowing if any observed change in the growth 

rate estimate is due to measurement error or to an actual change in the cost of capital. The 

degrees of freedom can be increased and exposure to measurement error reduced by 

applying any given estimation technique to a sample of companies rather than one single 

company. Therefore, by analyzing a group of companies with similar characteristics, the 

estimated value for the growth rate and the resultant cost of capital is more likely to equal 

the “true” value for the parameters being measured for a utility of that type. 

Q. WHY WERE THE REMAINING RHCs AND GTE SELECTED FOR YOUR ANALYSIS 

OF THE COST OF EQUITY CAPIT& OF US WEST’S ARIZONA OPERATIONS? 

A. Although there are sigmfkant changes occurring in the telecommunications industry that 

make the RHCs and GTE more risky and their equity costs higher than local exchange 

telephone operations such as USWC-Arizona, I believe an equity cost analysis of those 

f m s  can offer useful information in estimating the equity capital cost of a telephone utility 

operation. Of course, the RHCs and GTE have stepped up diversification efforts and local 

exchange operations now comprise less than half of all revenues collected by those 

companies. That significant diversification into unregulated, competitive operations has 

increased the investment risk of those firms and the concomitant higher return expectation 
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is impounded in their stock prices and investor-expected returns. Therefore, while local 
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exchange operations remain a profit center for those f m s  and, as a result, their market data 

provide some indication of the cost of equity of that type of firm, those companies also 

have invested in riskier operations which will raise the market required return above that of 

a local exchange telephone company. For those reasons, the market-based equity cost of 

the telecommunications holding companies should be considered to provide an indication of 

the upper end of a reasonable range of equity capital costs for USWC-Az’s local exchange 

operations. 

It is important to note also that some of the firms included in the 

telecommunications sample group are in the process of merging (e.g., US WEST/Qwest, 

Bell Atlantic/GTE) and, because of that fact, the determination of an accurate cost of equity 

estimate for local exchange operations, using those firms as proxies, has become more 

problematic. The telecommunications companies included in my equity capital cost rate 

analysis are: Bell Atlantic Corporation (BEL), Bell South Corporation (BLS), GTE Corp. 

(GTE), SBC Communications (SBC), and US WEST Communications (USW). [Note: 

The stock ticker symbols are referenced here because that is the manner in which the 

companies are identified in ExhibitJSGH-l).] 

Q. YOU INDICATED THAT YOU HAVE ALSO ANALYZED THE MARKET DATA OF A 

SAMPLE OF PROPER’IY/CASUALTY INSURANCE COMPANIES. PLEASE 

EDLAIN WHY THAT MARKET INFORMATION IS USEFUL IN INDICATING A 

PROPER EQUITY COST RANGE FOR A LOCAL EXCHANGE TELEPHONE 

OPERATION. 

A. As I noted above, there is no direct market-based, or “pure-play” proxy for local exchange 

telephone operating companies. The telecommunications firms I have selected have the 

advantage of actually having some local exchange operations as part of their business 

mix-that fact makes them a reasonable proxy in our task of isolating the cost of equity of 

that type of operation. However, those companies are expanding rapidly into other, riskier 

endeavors and are also consolidating and merging operations. In my view, those facts 
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make the cost of equity result based on the market data of those firms a less robust indicator 

of the upper limit of the cost of equity of local exchange telecommunications operation like 

USWC-Arizona. For that reason, I have elected to also analyze the cost of equity of a 

group of property/casualty insurance companies followed by Value Line. 

My inclusion of property/casualty insurance companies in my analysis in this 
proceeding is designed to provide a more reliable upper bound to the cost of equity range 

appropriate for a local exchange telephone operation. The insurance industry is highly 

competitive. It is a relatively simple process to change one’s insurance provider, and no 

one firm has a franchise operation in any locale or is a provider through which other 

insurance must be accessed (like local exchange service). 

The use of insurance firms as a determinant of the upper end of a range of equity 

cost, then, recognizes the potential for eventual competition (and the cost of equity which 

results from that situation) in the local exchange business. Moreover, in some states 

insurance companies are rate-regulated. While the regulation is not as detailed as is utility 

regulation, it is similar, and that aspect adds to the usefulness of these companies as 

proxies to establish the upper-end of a reasonable range of equity capital costs for local 

exchange operations. 

In selecting a sample of insurance fms  to analyze, I screened all the property and 

casualty and diversified insurance firms followed by Value Line. I selected companies that 

had a continuous financial history (i.e., currently paying a dividend, and had no dividend 

reductions or erratic earnings over, at least, the most recent five years) and had revenues 

generated by private property insurance. The data for the sample group regarding the 

writing of property insurance (fire, homeowners, farmowners and allied lines) were 

obtained from Best’s Aggregates and Averages, 1998 edition5. 

The companies included in the sample group are W. R. Berkley Corp. (BKLY), 

Chubb Corporation (CB), Cincinnati Financial Corp. (CINF), NAC Re Corp. (NRC), 

Ohio Casualty Corp. (OCAS), RLI Corp. (RLJ), SAFECO Corporation (SAFC), St. Paul 

Best’s Aggregates and Averages is a widely-utilized source for current and historical data on the 
property/mualty insurance industry. The data presented in the 1998 edition, is the most recent available. 
The 1999 edition of Best’s will not be published until the Fall of 2000. 
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Companies (SPC), Selective Insurance Group, Inc. (SIGI), Transatlantic Holdings (TRH), 

American Bankers Insurance Group (ABI), American International Group, Inc. (AIG), and 

Unitrin (UNIT). 

Docket NO. T-1051B-99-105 

Q. YOU INDICATED THAT YOU HAVE ALSO ANALYZED THE MARKET DATA OF A 

SAMPLE OF GAS DISTRIBUTION COMPANIES. PLEASE EXPLAIN WHY THAT 

MARKET INFORMATION IS USEFUL IN INDICATING A PROPER EQUITY COST 

RANGE FOR A LOCAL EXCHANGE TELEPHONE OPERATION. 

A. As I noted above, the telecommunications and insurance firms studied in my analysis cany 

higher investment risk that a local exchange telephone operation like USWC-Az, due to 

their competitive operations. Therefore, an analysis of the market data of those firms will 

provide a cost of equity capital estimate that is greater than that appropriate for a local 

exchange telephone operation. In order to balance the analysis, it is necessary to also 

analyze a group of companies that are somewhat similar in risk to local exchange telephone 

operations, but have somewhat lower overall risk. Natural gas distribution operations 

fulfill that requirement. By estimating the cost of equity of all three sample groups, the cost 

of equity capital for a local exchange telephone utility operation can be more accurately 

estimated, being bracketed above by the equity capital cost of the telecommunications 

holding companies and insurance f m s  and below by the equity capital cost of gas 

distributors. 

W e  gas distribution operations are generally considered to carry less investment 

risk than telephone operations, there are many similarities between the local exchange 

telephone industry and the gas distribution industry. Like the telephone industry, the gas 

industry underwent massive structural changes in the 1980s. Due to regulatory changes at 

the Federal level and pressures in the marketplace, the gas utility system in the U.S. was 

split into a transportation industry and a distribution industry. In broad terms, that 

bifurcation of the gas industry was similar to the separation of the telephone industry into 

long distance and local exchange operations. In addition, gas distributors have faced the 

“bypass” problem that telephone company representatives have, for years, touted as a 
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major risk to the security of their income stream. Gas distributors are bypassed due to the 

ability of pipelines to supply gas directly to customers, as well as the ability of customers in 

some portions of the U.S. to purchase gas supplies directly from producers or other 

marketers, or in gas-rich areas of the country, to drill their own wells. Finally, the 

operational risk of the marketing function (securing a reliable supply of gas for a particular 

customer base), which was once borne solely by the pipelines, has been shifted forward to 

the distributors. Gas distribution operations, then, face operational risks similar to local 

exchange telephone operations, and market-based indicators of capital costs for gas 

distributors are useful in identifying the lower end of the range of appropriate capital costs 

for local exchange telephone operations. 

In selecting a sample of gas distribution f m s  to analyze, I screened a l l  the gas 

distribution f m s  followed by Value Line. I selected companies from that group that had a 

continuous financial history, had at least 70% of revenues generated by gas distribution 

operations, and had investment-grade bond ratings of “A” or below. In addition, I 

eliminated companies that were in the process of merging or being acquired and had 

realized a stock price shift due to that activity. The data for the sample group regarding the 

percent of revenues generated by gas distribution operations were obtained from CA Turner 

Utility Reports, June ZOO0 edition. 

The companies included in the similar-risk sample group in this proceeding are 

AGL Resources (ATG), Atmos Energy Corporation (ATO), Cascade Natural Gas 

Corporation (CGC), New Jersey Resources (NJR), Northwest Natural Gas (NWNG), 

Piedmont Natural Gas Company (PNY) ,  and South Jersey Industries (SJI). 

Q. REGARDING YOUR USE OF GAS DISTRIBUTORS AS A LOWER-RISK PROXY 

FOR LOCAL EXCHANGE TELECOMMUNICATIONS, HAS THE COMPANY 

PROVIDED ANY EVIDENCE IN THIS PROCEEDING THAT SUPPORTS YOUR USE 

OF THOSE COMPANIES AS A PROXY FOR LOCAL EXCHANGE TELEPHONE 

OPERATIONS? 
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A. Yes, the Company has provided evidence in response to Staff Data Requests that indicates 

that the use of a gas distribution equity cost estimate as a lower bound of the cost of equity 

appropriate for USWC-AZ is a reasonable procedure. When asked in Staf‘f-SGH-01-09 to, 

L L , .  . provide any and all data available to quantify the dollar impact of competition on the 

revenue stream of the Company’s Arizona telephone operations, each year, since 1993,” 

the Company provided a confidential response which showed which indicated a very small 

impact on its revenues. Based on the most recent annualized data, the Company’s response 

to SGH-01-09 indicates that competition in USWC-Arizona’s local exchange operations 

currently amounts to a cumulative impact of less than 1% of the Company’s 1999 local 

exchange revenues. Therefore, while there appears to be some impact to the Company’s 

revenue stream from Competition, it is quite small in relation to total local exchange 

revenues. 

In addition, the Company’s response to SGH-01-11 shows that the revenues and 

net income generated for USWC-Az shows strong, unimpeded upward movement. 

Exhibit-(SGH-1), Schedule 3, page 1, is a graphical representation of USWC-Az’s local 

service and total jurisdictional revenues from 1989 through 1999. Over that period, 

USWC-Az’s local service revenues have increased very steadily, have nearly doubled and 

have averaged 6.4% growth, annually over the period. The Company’s total jurisdictional 

revenues have grown a bit slower on average-5.5% annually versus 6.4% annually for 

the local service revenues-but in the most recent three of four years, the Company’s total 

jurisdictional revenues have increased more rapidly. The Company’s income statements 

reveal that the increased rate of total revenue growth has come from the recent increases in 

‘LMiscellaneous” revenues. Therefore, during a period in which competition is supposedly 

creating greater operating risk for USWC-Az, the Company’s total revenues are increasing 

at an increasing rate. 

Also, page 2 of Schedule 3 is a graph that shows the Company’s jurisdictional net 

income since 1993-the time of USWC-Az’s last rate case. That graph shows a very 

strong upward trend in net income for this Company-an increase from $40.7 Million in 

1993 to $164.6 Million in 1999. 
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In sum, the data provided by the Company to support its claim that its operating 

risk has increased markedly due to the amount of competition in Arizona does fulfill that 

requirement. The only tangible data that the Company is able to provide indicates that any 

revenue impact that might have occurred from competition in Arizona is very small, indeed. 

Moreover, the Company’s operating data (revenues and net income) show very strong 

upward trends during a period in which the Company implies that it is exposed to 

“sigmficant competition”6. The data that I have reviewed, which are provided by the 

Company, indicate that USWC continues to operate in an environment that, while no 

longer fully monopolistic, certainly imparts less risk than one which is fully competitive. 

For that reason, it is clear that 1) the operating risk of USWC-Az is well below that of the 

telecommunications holding companies or any fully-competitive f m ,  and 2) gas 

distribution utility operations offer a reasonable proxy for the determination of the lower 

end of a reasonable range of equity capital cost for this Company. 

Q. HOW HAVE YOU CALCULATED THE DCF GROWTH RATES FOR THE SAMPLE 

OF COMPARABLE COMPANIES? 

A. Schedule 4, pages 1 through 9, shows the retention ratios, returns on equity, sustainable 

growth rates, book values per share and number of shares outstanding for the comparable 

companies for the past five years. Also included in the information presented in Schedule 

4, are Value Line’s projected 2000,2001 and 2003-2005 values for equity return, retention 

ratio, book value growth rates and number of shares outstanding. 

I review these data as well as other growth rate information published by investor 

services for each company in my sample group, arriving at a growth rate estimate for each 

individual company. Those individual growth rate estimates are then combined with their 

respective dividend yields for each company and the results are averaged to reach the DCF 

equity cost estimate for the sample group. In describing the process of growth rate 

estimation below, I utilize my analysis for Piedmont Natural Gas as an example of the 

procedure I follow for each company in the sample group. 

CUmmings Direct Testimony, p. 9, 1. 8. 

22 



US WEST Communications 

Direct Testimony: S. G. Hill 
Docket NO. T-1051B-99-105 

In evaluating the growth rate parameters shown in Schedule 4, I first calculate the 
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five-year average sustainable growth rate, which is the product of the earned return on 

equity and the ratio of earnings retained within the firm. For example, Schedule 4, page 8, 

shows that the five-year average sustainable growth rate for Piedmont Natural Gas (PNY) 
is 3.81%. However, I seldom use that simple five-year average sustainable growth value as 

the investor-expected sustainable growth in the DCF model. Instead, that value is used as a 

benchmark against which I measure the company’s growth rate trends. It is reasonable to 

believe that growth rate trends tend to be more investor-influencing than simple historical 

averages. Continuing to focus on Piedmont Natural Gas, page 8 of Schedule 4 shows that 

PNY’s sustainable growth rate began the historical period at about a 2.8% rate. However, 

the Value Line data indicate that over the last couple of years PNY’s “b times r” growth rate 

increased to over 4%, before dropping back to a 3% level of growth in the most recent year 

(1999). Value Line projects that by the 2003-2005 period sustainable growth for this 

company will rise to 5.25%. These data would indicate that investors expect PNY to grow 

at a rate in the future above that, which has existed, on average, over the past five years. 

At this point I should note that, while the projected data are given full consideration 

in estimating a proper growth rate because they are available to and are used by investors, 

they are not given sole consideration. Value Line readily acknowledges to its subscribers 

the subjectivity necessarily present in estimates of the future: 

‘We have greater confidence in our year-ahead ranking 
system, which is based on proven price and earnings 
momentum, than in 3- to 5-year projections.” (Value Line 
Selection and Opinion, June 7,1991, p. 854). 

Another factor to consider is that PNY’s book value growth is expected to remain 

stable at a 6.5% level, after increasing at that same rate, historically. However, that 

company’s dividend growth rate, which was 6% historically, is expected to decline to 

4.5% in the future. As shown on Schedule 5, page 2, Value Line projects PNY’s dividend 

growth rate to be below the sustainable growth rate projections. That information would 

tend to moderate investor expectations regarding increased growth in the future. Projected 
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earnings growth rate data available from Value Line indicates that investors can expect a 

slightly higher growth rate in the future (7%) than has existed over the past five years 

(6%). However, an investor advisory service (Multexxom) that polls institutional analysts 

for growth earnings rate projections projects lower earnings growth rate for 

PNY-5.57%--over the next five years. 

PNY’s projected sustainable growth, as well as institutional analysts’ and Value 

Line’s projected earnings growth indicates that investors can expect higher growth than has 

occurred, on average, in the past. Those projections are moderated somewhat by an 

expectation of lower dividend growth. A long-term sustainable growth rate of 5.25% is a 

reasonable expectation for PNY. 

Q. DOES THE TYPE OF GROWTH RATE ESTIMATION PROCESS YOU HAVE JUST 

DESCRIBED PRODUCE THE FINAL DCF GROWTH RATE YOU USE TO 

ESTIMATE THE COST OF EQUITY CAPITAL? 

A. No. An investor’s sustainable growth rate analysis does not end upon the determination of 

an internal growth rate from earnings retention. Investor expectations regarding growth 

from external sources (sales of stock) must also be considered and examined. 

For PNY, page 8 of Schedule 4 shows that the number of outstanding shares 

increased at a 2.07% rate over the most recent five-year period. Value Line expects the 

number of shares outstanding to increase more slowly through the 2003-2005 period, 

bringing the share growth rate down to a 1.06% rate by that time. An expectation of share 

growth of 1.5% is reasonable for this company. 

Because a goal of regulation is to allow a utility to recover no more than its cost of 

capital, it is also reasonable to assume that investors would expect the market pricehook 

value ratio to have a tendency toward unity. However, the pricehook ratio is unlikely to 

reach 1.0 overnight and, on average, utilities will continue to issue stock at prices above 

book value. I believe that a reasonable estimate of investors’ expectations for utility 

pricehook ratios is that it will range between current levels and 1 .O. I have used the 

average as an estimate of investors’ expectations for the future. At the time of this analysis 
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(June 2000), PNY’s market price is 172% of its year-end 2000 book value (M/B = 1.72). 

The result of combining expected internal (b x r = 5.25%) and external growth rates (1.5%) 

yields an investor-expected long-term growth rate of 5.79% for PNY (see Exhibit-(SGH- 

l), Schedule 5, page 5 of 6). [I have included the details of my growth rate analyses for 

PNY as an example of the methodology I use in determining the DCF growth rate for each 

company in the industry sample. I have also included, in Appendix Cy a similar discussion 

of the growth rate analysis of each of the companies under study. Schedule 5, pages 1,3 

and 5, show the internal, external and resultant overall growth rates for all the companies 

included in the similar-risk sample group.] 

Q. PLEASE DESCRIBE YOUR COMPARISON OF YOUR DCF GROWTH RATE 
ESTIMATES WITH OTHER, PUBLICLY AVAILABLE, GROWTH RATE DATA. 

A. Pages 2,4 and 6 of Schedule 5 shows the results of my DCF growth rate analysis for the 

telecommunications, insurance and gas distribution companies under study, respectively, 

as well as 1) 5-year historic and projected earnings, dividends and book value growth rates 

from Value Line, 2) earnings growth rate projections from institutional analysts, 3) the 

averages of those data, and 4) the 5-year compound growth rates for earnings, dividends 

and book value for each company under study. 

The average sustainable growth rate estimate for the telecommunications companies 

determined in my growth rate analysis is 10.12%. This figure is closely approximates 

Value Line’s projected average growth rate in earnings, dividends and book value for those 

same companies (10.13%). My average DCF growth rate estimate for the telcos (10.12%) 

is slightly below the average projected Analyst’s earnings growth rate for those companies 

(10.96%) but well above Value Line’s projected dividend growth for the telcos (2.30%). 

Also, the growth rate average used in my analysis is much higher than either historical 

growth rate series shown in Schedule 5, page 2, which indicates that my analysis in not 

based merely on historical data, but takes into account the RHC’s increased future growth 

expectations. In addition, those data indicate that investors expect higher growth from their 

telephone company investments that they have achieved in the past. 
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My average sustainable growth rate estimate for the insurance company sample 

group is 9.33%, as shown on page 4 of Schedule 5. This figure is exceeds Value Line’s 

projected average growth rate in earnings, dividends and book value for those same 

companies (7.53%). My average DCF growth rate estimate for the insurance companies 

(9.33%) is below the average projected Analyst’s earnings growth rate for those companies 

(10.84%) but more than 150 basis points above Value Line’s projected dividend growth 

(7.80%). Also, the growth rate average used in my analysis is somewhat below Value 

Line’s historic average earnings, dividends and book value growth, but higher than the 

compound growth rate averages of those same parameters. 

As shown on page 6 of Schedule 5, the average sustainable growth rate estimate for 

all the gas distribution companies included in my analysis is 5.17%. This figure is higher 

than Value Line’s projected average growth rate in earnings, dividends and book value for 

those same companies (4.79%) and is well above the five-year historical average earnings, 

dividend and book value growth rate reported by Value Line for those companies (3.52%). 

My growth rate estimate for the companies under review is slightly lower than Analyst’s 

earnings growth projection for those companies, 5.55%. The growth rate projections 

published by investor services indicate that investors expect increased growth in the future 

from these companies. Those data also confinn the reasonableness of my growth rate 

estimate for the sample of gas utilities. 

Q. DOES THIS CONCLUDE THE GROWTH RATE PORTION OF YOUR DCF 

ANmy SIS? 
A. Yes, it does. 

Q. HOW HAVE YOU CALCULATED THE DIVIDEND YIELDS? 

A. I have estimated the next quarterly dividend payment of each f m  analyzed and annualized 

them for use in determining the dividend yield. If the quarterly dividend of any company 

were expected to be raised in the next quarter following the analysis (i-e., the second or 

third quarter of 2000), I increased the current quarterly dividend by (l+g). Because most of 
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the companies had either recently raised dividends or were not expected to increase 

dividends at all in 2000, only two companies required an adjustment of the dividend: Bell 

Atlantic (BEL), and SAFECO Corporation (SAFC). 

The next quarter annualized dividends were divided by a recent six-week daily 

closing average stock price to obtain the DCF dividend yields. I use the most recent six- 

week period to determine an average stock price in a DCF cost of equity determination 

because I believe that period of time is long enough to avoid daily fluctuations and recent 

enough so that the stock price captured during the study period is representative of current 

investor expectations. Schedule 6 contains the market prices, annualized dividends and 

dividend yields of the gas companies under study. Schedule 6 indicates that the average 

dividend yields for the sample group of telecommunications, insurance and gas distribution 

companies are 2.59%, 3.15% and 5.69%, respectively. 

Q. IN DERIVING THE DIVIDEND YIELDS PRESENTED IN YOUR SCHEDULE 6, DID 

YOU ADJUST THE DIVIDEND YIELD TO ACCOUNT FOR QUAFtTEIRLY 

COMPOUNDING OF THE DIVIDEND? 
A. No. Such an adjustment results from an improper interpretation of the theory on which the 

DCF model is based and serves only to inflate a DCF-determined equity capital cost 

estimate. The DCF model may be derived under two alternative mathematical assumptions: 

discrete compounding and continuous compounding. Under the assumption of continuous 

compounding, the dividend is paid continuously and the DCF model takes on the following 

exponential ford': 

Po = rDte" '  dt. 
0 

Carrying out the integration indicated above, the resulting DCF model may be Written as: 

7Gordon, M.J., The Investment. Finacin~ an d Valuation of the C m r a  tion, R.D. Irwin, Inc., Homewood, 
Ill., 1962, p.45. 
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k = DdPo + g. (3) 

I 3 

~ I 4  

r: 
I9 10 

I l1 

I l3 

12 

1 :4 
16 

1 17 

~ 24 

I 27 

32 

1 33 

I 

The dividend variable is defined as “Dt = dividend per share paid by the corporation during 

t” and the price variable is defined as “Pt = the price of a corporation’s share of Stock at the 

end of period t” (Gordon, p. 44, emphasis added). Therefore, under the continuous 

compounding assumption, the resultant DCF model indicates that the cost of equity capital, 

“k”, equals the dividend paid during the preceding period divided by the current stock 

price, plus expected growth. For example, if the dividend were paid continuously and the 

proper “period” was one year, the dividend yield portion of the DCF model would be 

determined by dividing the current stock price into the dividend yield paid out during the 

immediately preceding year. In other words, it would be last year’s dividend divided by the 

current stock price. 

In actuality, dividends are not paid continuously but in a discrete, usually quarterly, 

fashion. When the DCF is derived under these assumptions, the result is: 

Some analysts automatically (and mistakenly) assume that the relevant “period” for 

the above DCF model is one year and proceed to “adjust” the quarterly hvidend to account 

for one year’s growth. Dr. Gordon, in his own testimony before Federal regulators has 

argued against such treatment: 

“D1 is the forecast dividend for the coming year if dividends 
are paid annually. Common practice, however, is to pay 
dividends quarterly, in which case Dt in [the following 
equation], the fundamental expression for share price, is a 
quarterly dividend. 

Because it is customary and convenient to think in terms of 
annual and not quarterly figures for rate of return and growth 
statistics, annualized figures will be used here. Annualized 
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figures are simply four times quarterly figures. ... Hence, in 
arriving at the cost of equity capital, the correct figure for the 
dividend yield term in Eq.[4] is the annualized value of the 
forecast dividend for the coming quarter divided by the 
current price.” (Testimony of M.J. Gordon, F.C.C. Docket 
NO. 79-63, pp. 63-64) 

Additionally, as Dr. Gordon noted in his text, & (Ibid., 

p. 81)Y 

“[Slince dividends are paid quarterly, the relevant difference 
[between Do and D1] is in the quarterly dividend.” 

Therefore, t,e DCF model is a quarterly model not an annual model because t le dividends 

are paid quarterly rather than annually. The proper dividend yield to use in the DCF model 

is based on the expected next quarter dividend, annualized, as I have done and as Professor 

Gordon has done in his equity capital cost testimony before Federal regulators. The DCF 

model, then, implicitly recognizes the quarterly payment of dividends and does not require 

any “adjustment” to account for one year’s expected growth. 

Q. DOES USWC WITNESS CUMMINGS USE QUARTERLY COMPOUNDING IN HIS 

DCF COST OF EQUITY ESTIMATES IN THIS PROCEEDING? 

A. Yes, and his DCF estimates are overstated as a results of his use of quarterly 

compounding. Mr. Cummings’ Exhibits PCC-03 and PCC-04 attached to his Supplemental 

Direct Testimony in this proceeding indicates that dividend compounding increased his 

equity cost estimate for US WEST by about 15 to 20 basis points. 

Q. WHAT IS YOUR COST OF EQUTIY CAPITAL ESTIMATE FOR THE SAMPLE 

GROUP OF TELECOMMUNICATIONS FIRMS AND GAS DISTRIBUTION 

UTILITIES, USING THE DCF MODEL? 

A. Schedule 6, pages 1 through 3 shows that the average DCF cost of equity capital for the 

group of diversified telecommunications f m s  is 12.71%, and 12.48% for the 
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property/casualty insurance firms, while the DCF result for the gas distribution utility 

companies studied is 10.86%. 

CAPITAL ASSET PRICING MODEL 

Q. PLEASE DESCRII3E THE CAPITAL, ASSET PRICING MODEL (CAPM) YOU USED 

TO ESTIMATE THE COST RATE OF EQUl” CAPlTAL FOR US WEST 
COMMUNICATIONS. 

A. The CAPM states that the expected rate of return on a security is determined by a risk-free 

rate of return plus a risk premium which is proportional to the non-diversifiable 

(systematic) risk of a security. Systematic risk refers to the risk associated with movements 

in the macro-economy and, thus, cannot be eliminated through diversification by holding a 

portfolio of securities. The beta coefficient (p) is a statistical measure which is an attempt to 

quantlfy the non-diversifiable risk of the return on a particular security against the returns 

inherent in general stock market fluctuations. The formula is expressed as follows: 

where “k” is the cost of equity capital of an individual security, “ri’ is the risk-free rate of 

return, “fl” is the beta coefficient, “rm” is the average market return and “rm - rf” is the 

market risk premium. The CAPM is used in my analysis as one of several checks of the 

DCF cost of equity estimate. Although I believe the CAPM is generally useful in estimating 

the cost of equity capital, certain theoretical shortcomings of this model (when applied in 

cost of capital analysis) reduce its usefulness as a stand-alone analytical technique and 

should be made clear. 

Q. CAN YOU EXPLAIN WHY THE CAPM ANALYSIS SHOULD BE APPLED WITH 

CAUTION IN R.EACHING AN ESTIMATE OF THE COST OF EQUTIY CAPITAL? 
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A. Yes. The reasons why the CAPM should be used in cost of capital analysis with caution 

@e., as a corroborative methodology, not as a primary determinant of the cost of capital) 

are detailed in Appendix D. It is important to understand that my caution with regard to the 

use of CAPM results in cost of equity capital analysis does not indicate that the model is not 

a useful description of the capital markets. Rather, it is simply the recognition that in the 

practical application of the CAPM to cost of capital analysis there are problems which cause 

the results of that analysis to be less reliable than other, more widely accepted models such 

as the DCF. Moreover, regulators apparently echo this view of the CAPM. According to 

the National Association of Regulatory Utility Commissioners' annual survey of 

regulations, the number of utility regulatory commissions in the U.S. and Canada that list 

the CAPM as one of the equity cost estimation methodologies considered is 11, whereas, 

the DCF is utilized by nearly every single regulatory body. 

Q. WHAT VALUE HAVE YOU CHOSEN FOR A RISK-FREE RATE OF RETURN? 
A. As the CAPM is designed, the risk-free rate is that short-term rate of return investors can 

realize with certainty. The nearest analog in the investment spectrum is the 13-week U. S. 
Treasury Bill. Although longer-term Treasury bonds have equivalent default risk to T-Bills, 

those longer-term government securities carry maturity risk, which the T-Bills do not have. 

When investors tie up their money for longer periods of time, as they do when purchasing 

a long-term Treasury, they must be compensated for future investment opportunities 

forgone as well as the potential for future changes in inflation. Investors are compensated 

for this increased investment risk by receiving a higher yield on T-Bonds. 

In early 1996 and 1997, T-Bill rates moved upward slightly in response to investor 

concerns regarding the possible recurrence of higher levels of inflation. When that inflation 

did not occur, T-Bill rates receded in 1998. However, as I noted in my previous discussion 

of the macro-economy, although there is a current expectation that inflation may increase in 

the future, very little inflation currently exists and interest rates have increased from the 

1 Util'tyRegul . An il * n 19 4-1 , National Association 
of Regulatory Utility Commissioners, pp. 264, 520, 588. 
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very low interest rate levels established in 1998. Over the most recent six-week period, T- 

Bills have produced an average yield of 5.92% (data from Value Line Selection &i Opinion, 

six most recent weekly edit iond28100 to 6/2/00, inclusive). In the CAPM analysis, I 

average T-Bill futures rates with the current 13-week T-Bill rate to arrive at a time-adjusted 

risk-free rate. Currently, T-Bill futures dated December 2000 are trading at a price that 

produces a yield of 6.17% (WuU Street Journal, June 8, 1999, p. C18). For purposes of 

analysis in this proceeding, 6.05% represents a reasonable estimate of the risk-free rate for 

use in a CAPM equity cost estimate [5.92% current average T-Bill yield + 6.17% T-Bill 

futures yield / 2 = 6.05%]. 

Q. DO YOU BELIEVE THE USE OF A LONG-TERM TREASURY BOND RATE IS 

APPROPRIATE IN THE CAPM? 

A. No. The selection of a long- or short-term Treasury security as the risk free rate of return to 

be used in the CAPM is one of the areas of contention in applying the model in cost of 

capital analysis, however, I believe the use of a short-term T-Bill rate is preferable. 

First, the long-term T-Bond does not represent the lowest-risk security available in 

the market today and, thus, cannot be considered “risk free.” The reason why long-term 

Treasuries most often have yields higher than shorter-tern U.S. Government instruments 

is maturity risk, an element of risk investors do not face with the purchase of T-Bills. 

When investors tie up their money for longer periods of time, as they do when purchasing 

a long-term Treasury, they must be compensated for future investment opportunities 

forgone as well as the potential for future changes in inflation. Investors are compensated 

for this increased investment risk by receiving a higher yield on T-Bonds. Thus, maturity 

risk causes T-Bonds to carry a level of risk that is necessarily higher than that of T-Bills, 

which represent a better approximation of the risk-free rate called for in the CAPM. 

Second, the use of a long-term T-Bond yield as the risk-free rate violates one of the 

fundamental tenets of the CAPM -- its exclusive reliance on systematic risk. As I noted 

above, the only risk of concern to investors in the CAPM paradigm is risk that cannot be 

diversified away. That risk is called systematic risk. The degree of systematic risk inherent 
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in any stock or portfolio investment is captured (again, according to the CAPM theory) by 

beta. One risk that contributes to the overall systematic risk of investing is the risk of 

unexpected changes in the long-term inflation rate. According to the CAPM, then, that risk 

is captured by &e., is included in) beta. Therefore, if one utilizes a long-term T-Bond yield 

in the CAPM analysis, an interest rate measure which, as I noted above, impounds 

investors’ return requirements for unexpected changes in the long-term inflation rate, then 

that risk is accounted for twice -- once with beta and once with the long-term T-Bond yield. 

The use of a long-term T-Bond in the CAPM improperly double-counts investors’ return 

requirement for long-term inflation and, thus, produces overstated results. 

The fact that the long-term T-Bond rate contains a level of risk and return which 

should not be attributed to the risk-free rate called for in the CAPM is supported in the 

financial literature. Brealey & Meyers in 1 ra inanc ,4th Ed. (a 

text cited by USWC witness Cummings) indicate that if one uses a T-Bond rate in the 

CAPM rather than the T-Bill rate, the former must be adjusted to remove the average 

maturity risk premium of T-Bonds over T-Bills: 

“The risk-free rate could be defined as a long-term 
Treasury bond yield. If you do this, however, you should 
subtract the risk premium of Treasury bonds over bills, 
which we gave as 1.1 percent in Table 7-1 [a replication of 
the Ibboston Associates data, currently that differential is 
1.4%]. This gives a rough-and-ready estimate of the 
expected yield on short-term Treasury bills over the life of 
the bond: [equation omitted]. This figure could be used as an 
expected average future rf [risk-free rate] in the capital asset 
pricing model.” (Brealey & Meyers, The Principles of 
Corporate Finance, 4th Ed., McGraw-Hill, New York, p. 
194) 

Q. WHAT HAVE YOU CHOSEN AS THE MARKET RISK PREMIUM FOR THE CAPM 

ANfLY SIS? 
A. In their 1999 edition of Stocks. Bonds. Bills and Inflation, R.G. Ibbotson Associates 

indicates that the average market risk premium between stocks and T-Bills over the 

1926-1998 time period is 9.4% (based on an arithmetic average), and 7.4% (based on a 

geometric average). I have used these values to estimate the market risk premium in the 
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CAPM analysis. The geometric mean is based on compound returns over time and the 

arithmetic mean is based on the average of single-period returns. 

Q. CAN YOU EXPLAIN THE DIFFERENCE BETWEEN ARITHMETIC AND 

GEOMETRIC MEANS IN COST OF CAPITAL ANALYSIS? 

A. Yes. The geometric mean is based on compound returns over h e  and the arithmetic mean 

is based on an average of single-period returns. A numerical example will simplify the 

explanation. Suppose, for example, in a world of no inflation, an investor purchased for 

$50 a security which paid no dividend. During the first year after the purchase, the price of 

the security rises to $100 (a gain of 100%), but during the second year, the price falls back 

to $50 (a decrease of 50%). 

A geometric (compound) average measure of the investors' return would divide the 

ending value by the beginning value ($50/$50 = 1) and take the nth root of that quotient 

(where n is the number of periods). In this case there are two periods, so n = 2. 

Subtracting 1 from the result we find, what the investor knew intuitively, he made no 

money. He started out with $50, and wound up with $50. His investment had shown a 

return of 0% per year over the period. 

. 

Under arithmetic averaging, we find a 100% return in the first period ($50 rises to 

$100) and a -50% return in the second period ($100 falls to $SO), for an arithmetic average 

return over the two periods of 25% (100%+(-50%)/2). It would be most difficult to 

convince our investor, with $50 in hand at the end of two years when $50 was invested at 

the beginning of that period, that the return over that period was 25%, according to an 

arithmetic average. 

In addition, the arithmetic average of an historical return series assumes that the 

investment is bought and sold every period (without transaction costs) while the geometric 

average assumes that investors buy and hold their investments. While the monthly selling 

and re-buying of all investments could characterize the investment behavior of a portion of 

the market, I believe it is unreasonable to assume that sort of investment pattern is apropos 

for all investors. Therefore, consideration of both the arithmetic and geometric averages 
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provides a more rational approximation of investor expectations than consideration of only 

the arithmetic mean in a CAPM analysis. 

Nevertheless, some rate of return practitioners (such as USWC witness Cummings) 

elect to rely only on an arithmetic market risk premium in a CAPM analysis, ignoring a 

historical geometric market risk premium which is roughly 200 basis points lower. Also, 

because geometric mean return data is published by the same source @.e., Ibbotson 

Associates), on the same page as the arithmetic mean, investors have access to both and, it 

is reasonable to assume, make use of both in determining their return requirements. 
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Q. IS THERE SUPPORT IN THE LlTERATtJRE OF FINANCIAL ECONOMICS FOR 

THE USE OF GEOMETRIC AVERAGES OF HISTORICAL RETURNS AS THE BEST 

REPRESENTATION OF THE MARKET RISK PREMIUM IN THE CAPM? 

A. Yes. 

“Determining the market risk premium The market 
risk premium (the price of risk) is the difference between the 
expected rate of return on the market portfolio and the risk 
free rate, E(rm) - rf. We recommend using a 5 to 6 percent 
market risk premium for U.S. companies. This is based on 
the long-run geometric average risk premium for the return 
on the S&P 500 versus the return on long-term government 
bonds from 1926 to 1992 [footnote omitted] .... 

We use a geometric average of rates of return 
because arithmetic averages are biased by the measurement 
period. An arithmetic average estimates the rates of return by 
taking a simple average of the single period rates of 
re turn.... We believe that the geometric average represents a 
better estimate of investors’ expected returns over long 
periods of time .... 

Also, the arithmetic average depends on the interval 
chosen. For example, an average of monthly returns will be 
higher than an average of annual returns. The geometric 
average, being a single estimate for the entire time interval, is 
nonvariant to the choice of interval. (Copeland, T., Koller, 
T., Murrin, J., Valuation. Measur~n and M a n a p i u  
Value of Co mDaniea, 2nd Ed., Wiley & Sons, New York, 
1994, pp. 260-1) 
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In addition, one of the financial publications on which investors and cost of capital analysts 

often rely, Value Line, advises its subscribers that the geometric mean provides an 

unbiased measure of historical growth while the arithmetic mean is biased upward: 

Docket NO. T-1051B-99-105 

“The arithmetic average has an upward bias, though it is the 
simplest to calculate. The geometric average does not have 
any bias, and thus is best to use when compounding (over a 
number of years) is involved.” (The Value Line Investment 
Survey, Selection & Opinion, May 7,1997, pp. 6844-5) 

Therefore, both the arithmetic and the geometric mean are recognized in the 

financial literature and in the financial media as measures of historical returns. I recognize 

that there is merit to the position on the use of the arithmetic mean, and I, too, use the 

arithmetic average market risk premiums published by Ibbotson Associates. However, I 

also use the geometric mean and, in so doing, I recognize that both are available to 

investors and both have theoretical merit. As a result, I believe my CAPM analysis presents 

a more balanced estimate of the cost of capital than that offered by USWC’s witness Mr. 

Cummings, which considers only the high-end results produced by the arithmetic mean. 

Q. IS THERE EVIDENCE IN THE FINANCIAL, LITERA= THAT THE HISTORICAL 

RISK PREMIUMS PRESENTED IN THE IBBOTSON STUDY MAY OVERSTATE 

INVESTOR EXPECTATIONS? 

A. Yes. There is evidence published relatively recently which studies market risk premiums 

over a very long-term period (dating back to the early 1800s). That study shows that the 

risk premiums obtained from the time period studied by Ibbotson Associates (i.e., starting 

in the late 1920s or early 1930s) are exaggerated. Moreover, those studies show that a 

more “normal” risk premium between stocks and bonds ranges from 2% to 3% (Siegel, J., 

Stocks for the Long Run, 1994, Irwin, Chicago IL, p. 20). That evidence indicates that the 

Ibbotson risk premiums may be substantially overstated as examples of investors’ long- 

term return expectations. 
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1 Q. WHAT VALUES HAVE YOU CHOSEN FOR THE BETA COEFFICIENTS IN THE 

CAPM ANALYSIS? 

A. I have used beta coefficients published by Value Line in my analysis. Value Line reports 

beta coefficients for all the stocks it follows. Their beta is derived from a regression 
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analysis between weekly percentage changes in the market price of a stock and weekly 

percentage changes in the New York Stock Exchange Composite Index over a period of 

five years. The average beta coefficients of my sample group of telecommunications 

holding companies, insurance and gas distribution companies are 0.81,0.90 and 0.57, 

respectively. 

Q. WHAT ARE THE RESULTS OF YOUR CAPITAL ASSET PFUCING MODEL 

ANALYSIS OF THE COST OF EQUITY FOR THE TELECOMMUNICATIONS FIRMS 

AND THE GAS DISTRIBUTORS? 

A. ExhibitJSGH-1), Schedule 8, pages 1 through 3, shows a mid-point estimate of 12.85% 

for the telecommunications holding companies and 13.61% for the insurance companies. 

For the gas distribution sample group, the CAPM analysis produced a range of equity cost 

estimates from 10.28% to 11.42%, with a mid-point of 10.85%. 

MODIFED EARNINGS-PRICE RATIO (MEPR) ANALYSIS 

Q. PLEASE DESCRIBE THE MANNER IN WHICH YOU USE THE EAR"GS-PFUCE 

RATIO TO ANALYZE OF THE COST OF COMMON EQUITY CAPITAL. 

A. The MEPR analysis I utilize is useful in a corroborative sense, and can be a reliable 

indicator of the proper range of equity costs. The earnings-price ratio, which is one portion 

of the MEPR analysis, is calculated simply as the expected earnings per share divided by 

the current average market price. Further, the earnings-price ratio, itself, is an accurate 

indicator of equity capital cost rates when the market price of a stock is near its book value. 

When the market price of a utility stock is below its book value, the earnings-price 

ratio overstates the cost of equity capital. Schedule 9 contains mathematical support for this 
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concept. The obverse is also true, i.e., the earnings-price ratio understates the cost of 

equity capital when the market price of a stock is above book value. 

As a result of accounting treatment of regulatory assets and retirement benefits, the 

telcos under study have very high market-to-book ratios which average 4.36 (excluding 

USW). The accounting changes that have occurred in the telecommunications industry 

cause the reported financial book values and equity returns to differ from the regulatory 

books of account on which the earnings capacity of those firms remains primarily based. 

That difference between financial equity ratios (S.E.C. or “FR” based on financial 

accounting) and regulatory equity ratios (F.C.C. or “MFt” based on regulatory accounting) 

has the effect of exaggerating the sustainable growth of the telecommunications companies 

under study. This means that those companies are earning returns based on a regulatory 

rate base that exceeds the asset (and common equity) base which appears in their financial 

reports. The cash flows produced by the telecommunications companies’ regulatory 

operations have not changkd dramatically, while the book equity base against which those 

cash flows are measured for financial reporting purposes, has diminished considerably 

during the 1990s. This administrative split between the accounting value and the earnings 

base of the telecommunications fm reduces the reliability of a modified earnings-price 

ration analysis for those firms. 

The insurance f m s  and the gas distribution utilities under study have average 

market-to-book ratios of 1.73 and 1.57, respectively. Therefore, the earnings-price ratio 

alone would understate the cost of equity for either sample group. 

Q. WHAT MODIFICATIONS DO YOU MAKE TO THE EARNINGS-PRICE RATIO, AND 
WHY ARE THOSE MODIFICATIONS NECESSARY? 

A. I do not use the earnings-price ratio alone, i.e., without modification, as an indicator of 

equity capital cost rates for the reasons cited above. The eamings-price ratio, alone, is an 

accurate indicator of the cost of equity capital when utility market prices approximate book 

value. However, that condition does not exist in today’s market for the companies under 

study in this analysis. Due to the relationship among the earnings-price ratio, the market-to- 
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book ratio and the investor-expected retum on equity, in the MEPR analysis, I modify the 

earnings-price ratio by averaging that parameter with an investor-expected return on equity. 

This equity cost estimation technique is also termed the “mid-point approach” because the 

equity cost estimate is the mid-point (or average) bemeen the earnings-price ratio and the 

expected return on equity. 

Q. PLEASE EXPLAIN THE RELATIONSHIP AMONG THE EARNINGS-PRICE RATIO, 

THE EXPECTED RETURN ON EQUITY AND THE MARKET-TO-BOOK RATIO. 

A. When the investor-expected return on equity for a utility company exceeds the investor- 

required return (the cost of equity capital), the market price of the utility will exceed its 

book value. As explained above, when the market price exceeds book value, the earnings- 

price ratio understates the cost of equity capital. Therefore, when the investor-expected 

equity return exceeds the cost of equity capital, the earnings-price ratio will understate that 

cost rate. 

In situations where the expected utility equity return is below what investors require 

for that type of investment, market prices fall below book value. Further, when market-to- 

book ratios are below 1 .O, the earnings-price ratio overstates the cost of equity capital. 

Thus, the expected rate of return on equity and the earnings-price ratio tend to move in a 

countervailing fashion around the cost of equity capital. When market-to-book ratios are 

above one, the expected equity return exceeds and the earnings-price ratio understates the 

cost of equity capital. When market-to-book ratios are below one, the expected equity 

return understates and the earnings-price ratio exceeds the cost of equity capital. 

These relationships represent general rather than precisely quanMiable tendencies 

but are very useful in corroborating other cost of capital methodologies. The Federal 

Energy Regulatory Commission, in its generic rate of return hearings found this technique 

useful and indicated that under the circumstances of market-to-book ratios exceeding unity, 

the cost of equity is bounded above by the expected equity return and below by the 

earnings-price ratio (e.g., 50 Fed Reg, 1985, p. 21822; 51 Fed Reg, 1986, pp. 361-363; 

37 FERC 4[ 61,287, pp. 58-61). The mid-point of these two parameters, therefore, 
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produces an estimate of the cost of equity capital which, when utility market-to-book ratios 

are different from unity, is far more accurate than the earnings-price ratio alone. 

Q. IS THE RESULT OF THE MODZFIED EARNINGS-PRICE RATIO ANALYSIS FOR 

THE TELCOS AFFECTED BY THE ACCOUNTING CHANGES THOSE FIRMS 

HAVE UNDERTAKEN OVER THE LAST FEW YEARS? 

A. Yes, as I noted above, the telco accounting changes do impact the result of my MEPR 

analysis. One of the tenets of the modified earnings price ratio analysis is that the earnings 

base of the finn (i.e., the base on which the allowed returns are applied and on which the 

earned returns are calculated) is consistent. However, the telcos’ election to discontinue 

regulatory accounting for their utility assets violates that tenet. Returns for the telco’s 

regulated operations continue to be allowed on an earnings base that is a function of 

regulatory accounting book value. However, financial earned returns (ROES) are 

calculated on an equity base that has been diminished by the write-off of utility assetsg. 

Therefore, when earned retums are calculated subsequent to the change in accounting 

methods, those returns are measured against a much smaller equity base and, while the 

actual dollar return has not increased, the ROE is dramatically over prior levels. 

Therefore, while I believe the modified earnings price ratio analysis remains a 

viable corroborative methodology that continues to be reliable for utility operations that earn 

and report equity returns on the same basis (e.g., gas distributors), the current dichotomy 

between telephone regulatory and financial reporting renders the results of a MEPR 

analysis less informative with regard to the cost of equity capital for those firms. 

Q. WHAT ARE THE RESULTS OF YOUR MODIFIED EARNINGS-PRICE RATIO 
ANLYSIS OF THE COST OF EQUITY FOR THE SAMPLE GROUPS UNDER 

STUDY? 

Telecom equity has been reduced in recent years for write-offs occasioned by the discontinuan= of regulatory 
accounting (FASB 71), the accounting treatment of employee pension benefits and, in US WEST’S case, 
the re-acquisition of its yellow pages operation, Dex. 
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A. Page 1 of Schedule 10 in ExhibitJSGH-1) shows the institutional analyst’s projected 2000 

per share earnings for each of the firms in the telco sample group. Recent average market 

prices from Schedule 6 and Value Line’s projected 2000 and 2003-2005 book equity 

returns for each company are also shown. The average earnings-price ratio for the RHCs is 

5.36% and their 2000 projected equity returns average 27.75%. For the RHC sample 

group, the mid-point of the earnings price ratio and the current equity return is 16.55%1°. 

For these companies, Value Line projects stable ROEs for the 2003-2005 period (including 

USW’s projected 41% ROE), and the mid-point of the projected equity return and the 

current price-earnings ratio is 16.48%. The MEPR results for the telecommunications 

holding companies are well above the DCF results previously derived. 

Docket NO. T-1051B-99-105 

Page 2 of Schedule 10, in an situation which is effective opposite of that faced by 

the telcos, indicates very low equity capital costs for the insurance companies. Just as the 

telco’s expected accounting equity returns are exaggerated due to a very low level of equity 

capital on their books of account, the insurance companies currently exhibit unusually high 

levels of equity capital (termed “surplus” in insurance accounting), causing the earned 

returns of those f m s  to be diminished. The result of that situation is a modified earnings- 

price ratio result that is well below the DCF result for those companies, and probably 

understates the cost of equity. 

Page 3 of Schedule 10 shows that the current price-earnings ratio for the gas 

distributor sample group is 7.31%. The distribution companies’ 2000 equity return is 

expected by Value Line to average 11.29%. For the gas distribution sample group, then, 

the mid-point of the earnings-price ratio and the current expected equity return is 9.30%. 

According to Value Line, the distribution companies’ 2003-2005 equity return is 
expected to average 13.14%. For the gas distribution sample group, then, the mid-point of 

the current earnings-price ratio (7.3 1 %) and that 2003-05 projected equity retum is 
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lo The very high ROEs for the telcos are, again, due to the discontinuance of regulatory accounting and the 
write-down of assets for fmancial reporting. If the RHCs book value had grown at a conservative 5% rate 
since 1990, their 1999 book value (i.e., with no write offs, and no mergers) would have approximated 
$14.3 or 1.57 times the $9.l/share average projected for 1999 by Value Line (absent USWs ‘‘NMF). 
Measuring ROE for the telcos with a book value 1.45 times higher would produce expected R O B  in 1999 
of approximately 14.5% rather than 28% and a MEPR result of about 10%. 
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10.23%. The near-term MEPR results are below the DCF equity cost estimates for the gas 
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distributors previously derived, but the long-term projected MEPR results tend to support 

the DCF cost of equity estimate for those firms. 

MARKET-TO-BOOK RATIO ANALYSIS 

Q. PLEASE DESCRIBE YOUR MARKET-TO-BOOK (MTB) ANALYSIS OF THE COST 
OF COMMON EQUITY CAPflAL FOR THE SAMPLE GROUPS. 

A. This technique of analysis is a derivative of the DCF model that attempts to compensate the 

capital cost derived for inequalities which might exist between a fm’s market price and its 

book value per share. Although this method of analysis is derived from the DCF model 

and, therefore, cannot be considered a strictly independent check of that method, the MTB 

analysis is useful in a corroborative sense in that it seeks to determine the cost of equity 

using market-determined parameters in a different format than that employed in the DCF 

analysis. In the DCF analysis, the available data is “smoothed” to an extent to identify 

investors’ long-term sustainable expectations. The MTB analysis that I employ, while 

based on the DCF theory, relies, instead, on point-in-time data projected one year and five 

years into the future and, thus, offers a practical corroborative check of the traditional DCF. 

The MTB formula is derived as follows: 

Solving for “P’ from Equation (l), the standard DCF model, we have 

But the dividend (D) is equal to the earnings (E) times the earnings payout ratio, or one 

minus the retention ratio (b), or 

D = E(l-b). (7) 

Substituting Equation (7) into Equation (6), we have 
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The earnings @) are equal to the return on equity (r) times the book value of that equity 

(€3). Making that substitution into Equation (8), we have: 

(9) 

Dividing both sides of Equation (9) by the book value (€3) and noting from Equation (ii) in 

Appendix B that g = br+sv, 

- P r(1-b) 
B =k-br-sv - 

Finally, solving Equation (10) for the cost of equity capital (k) yields the MTB formula: 

r(1-b) k=- P/B +br+sv. 

Equation (1 1) indicates that the cost of equity capital equals the expected return on equity 

multiplied by the payout ratio, divided by the market-to-book ratio plus growth. Schedule 

11 shows the results of applying Equation (1 1) to the defined parameters for the telcos, 

insurance companies and the gas distribution utilities in the comparable samples. Pages 1 

and 2 of Schedule 11 apply to the telcos while pages 3 and 4 contain data related to the 

insurance companies and pages 5 and 6 present the analysis for the distribution companies. 

Pages 1,3 and 5 of Schedule 10 utilize current (2000) parameters for the MTB analysis 

while pages 2,4 and 6 of that Schedule utilize Value Line’s 2003-2005 projections. 

The MTB cost of equity capital for the telcos is 13.41% using data from 2000 and 

11.77% using data from the 2003-2005 period. The MTB cost of equity for the sample of 

insurance companies is 12.59% using the current year data and 12.51% using projected 
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data. For the gas distributors, the MTB cost of equity estimates are 10.86% (near term 

projections) and 10.21 % (long-term projections). 

SUMMARY 

Q. PLEASE SUMMARIZE THE RESULTS OF YOUR EQUITY CAPITAL COST 

ANALYSES FOR THE SAMPLE GROUP TELECOMMUNICATIONS HOLDING 

COMPANIES AND THE GAS DISTRIBUTION COMPANIES. 

A. My analysis of the cost of common equity capital for the telcos, insurance and the gas 

utility sample group is summarized in the table below. 

MET'HOD TELCOS INSURANCE 

DCF 12.71% 12.48% 

CAPM 12.85% 13.61% 

MEPR 16.55% / 16.48% 6.78% / 8.04% 

MTB 13.41% / 11.77% 12.59% / 12.51% 

GAS DISTRIEi. 

10.86% 

10.85% 

9.30% / 10.23% 

10.86% / 10.21% 

Weighing all the evidence presented herein, my best estimate of an appropriate range of 
cost of equity capital for a gas distribution operation similar in risk to the companies 

analyzed is 10.50% to 11.00%. In the case of the gas distributors, the corroborative equity 

cost estimation analyses produce results that are, for the most part, similar to or lower than 

the DCF estimate. In such a situation, a range of 10.50% to 11.00% gives primary weight 

to the DCF estimate for the gas distributors and recognizes that the corroborating 

methodologies produce results both below and above the DCF. 

As can be seen from the table above, the corroborative methodologies currently 

produce estimates for the telcos that are also both above and below that sample group's 
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DCF equity cost estimate. For reasons of consistency, the Modified Earnings Price Ratio 

(MEPR) results for the telcos are reported in the table above, but should be afforded little 

weight due to the systematic aberrations in reported book returns for those fms. The 

average of the remaining corroborative methodologies (MTB and CAPM) for the telcos is 

12.72%, approximating the DCF result of 12.71% [average MTB result (12.59%) + 
average CAPM result (12.85%) + 2 = 12.72%]. Therefore, a range of equity capital cost 

estimates around the DCF result for the telcos in indicated. Rounding the DCF result to the 

nearest 1/4 percentage point, 12.75%, and establishing a 50 basis point range around that 

equity cost estimate produces a range of equity cost estimates for the telecommunications 

holding companies of 12.50% to 13.00%. 

For the insurance companies reviewed, the DCF result is 12.48%, below the lower 

end of the range of equity cost estimates for the telcos. However, the CAPM and MTB 

corroborative methodologies for those f m s  produce an equity cost indication of 13.08% 

[average CAPM (13.61%) + average MTB (12.55%) + 2 = 13.08%]. Although the MEPR 

analysis for the insurance companies produces much lower equity cost estimates, I do not 

find those results reliable due to the overcapitalization existing in the insurance industry at 

the current time. Also, the other corroborative methods indicate that my DCF result for the 

insurance companies may be understated. Therefore, a reasonable estimate of the cost of 

equity for those f m s  would coincide with that estimated for the telecommunications 

holding companies-l2.50% to 13.00%. 

As previously noted, diversified telecommunications holding companies and the 

insurance companies are riskier than local exchange telephone operations. Also, gas 

distributors have similar but less risk than a local exchange telephone operation. Therefore, 

an appropriate equity return for USWC’s local exchange operation in Arizona is below that 

derived for the telco and insurance companies but above that appropriate for a gas 

distribution operation. An equity cost range of 11% to 12.50% (midpoint = 11.75%) 

encompasses the equity capital cost estimates of both the gas distribution sample and the 

telcos in that it includes the top of the range of the gas distributors (1 1 %) and the bottom of 

the range of equity costs for the telcos and property/casualty insurance f m s  (12.50%). 
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Q. WHAT IS YOUR RECOMMENDATION WI”H REGARD TO AN APPROPRIATE 

OVERALL RETURN ON RATE BASE FOR US WEST COMMUNICATIONS IN THIS 

PROCEEDING? 

A. ExhibitJSGH-1), Schedule 12, shows that with an allowed return on equity capital of 

1 1.75%, using the Company’s requested allocated capital structure, USWC-Arizona’s 

overall cost of capital would be 9.68%. That overall cost of capital should be considered as 

the primary guide to setting fair and reasonable rate of return on USWC-Az’s original cost 

rate base. Schedule 12 also indicates that, assuming a prospective Federal and State tax rate 

of 40%, that overall return would afford the Company an opportunity to achieve a pre-tax 

interest coverage level of 3.92 times. 

Q. IN YOUR OPINION, MR. HILL, WOULD IT BE APPROPRIATE TO APPLY YOUR 

RECOMMENDED OVERALL RETURN TO A RATE BASE DIFFERENT FROM THE 

COMPANY’S ORIGINAL COST RATE BASE? 

A. No. The profitability of the vast majority of utilities in the U.S. are determined on the basis 

of applying the firm’s cost of capital to its original cost rate base. Moreover, that paradigm 

has led to a utility industry that has provided investors appropriate returns, allowing the 

utilities to attract sufficient capital in order to provide for the public’s utility requirements. 

The adequacy of returns allowed under that paradigm is evidenced by market prices which 

are well above book value for most utility operations, including USWC. 

To the extent that the cost of capital would be applied to a rate base which exceeds 

(understates) the regulated fm’s original cost rate base, the resulting dollar return would 

exceed (understate) a fair return. In order to prevent the allowance of a return that is 

something other than a fair return, if the rate base is greater (smaller) than the regulated 

firm’s original cost rate base; the return applied to that rate base should be adjusted 

downward (upward). 

For example, it is my understanding that the “fair value” rate base in Arizona has 

been determined to be a 50/50 weighting of original cost rate base and what is termed a 
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“Reconstruction Cost New less Depreciation” (RCND) rate base. The primary difference 

between the original cost rate base and the RCND rate base is that, in’the latter, the original 

cost of the plant equipment (by vintage) is increased to current levels through a price 

inflation adjustment which is modified by a measure of the useful life of each plant item 

(similar to depreciation). Therefore, the RCND rate base includes an inflation adjustment 

that the original cost rate base does not; and, for that reason, the former will be a higher 

dollar value than the latter. As I noted above, in order to provide a fair return in a situation 

when the utility rate base is to be greater than the original cost, the allowed return must be 

reduced below the cost of capital (which provides a fair return based on original cost rate 

base). 

It is my understanding that Utilitech (Staff revenue requirements witnesses) has 

provided a calculation of the fair return on fair value rate base which incorporates my cost 

of capital findings. 

FLOTATION COSTS 

Q. HAVE YOU INCLUDED AN INCREMENT TO YOUR EQUITY CAPITAL COST 

ESTIMATE TO ACCOUNT FOR ISSUANCE EXPENSES AND MARKET 

PRESSURE? 

A. No, an explicit adjustment to “account for” flotation costs is unnecessary for several 

reasons. First, such adjustments are usually predicated on the prevention of the dilution of 

stockholder investment. However, the reduction of the book value of stockholder 

investment due to issuance expenses can occur only when the utility’s stock is selling at a 

market price equivalent to or below its book value. In the current market environment, with 

telecommunications common stock selling at more than a 400% premium to its book value, 

every time a new share of stock is sold, all shareholders realize an increase in the per share 

book value of their investment. In other words, the stockholders’ investment value is 

increased when new stock is issued, not decreased, and there is no need to “compensate” 

stockholders for a hypothetical dilution of book value that does not exist. 
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Second, assuming arguenda the need for an issuance expense adjustment to the cost 

Docket NO. T-1051B-99-105 

of equity, the majority of the issuance expenses incurred in any public offering are 

“underwriter’s fees” or “discounts”. Underwriter’s discounts are not out-of-pocket 

expenses for the issuing company. On a per share basis, they represent only the difference 

between the price the underwriter receives from the public and the price the utility receives 

from the underwriter for its stock. As a result, underwriter’s fees are not an expense 

incurred by the issuing utility and recovery of such “costs” should not be inchded in rates. 

Third, my DCF growth rate analysis includes an upward adjustment to equity 

capital costs which accounts for investor expectations regarding stock sales at market prices 

in excess of book value, and any further explicit adjustment for issuance expenses is 

unnecessary. 

Fourth, research11 has shown that a specific adjustment for issuance expenses is 

unnecessary. There are other transaction costs which, when properly considered, eliminate 

the need for an explicit issuance expense adjustment to equity capital costs. The transaction 

cost that is improperly ignored by the advocates of issuance expense adjustments is 

brokerage fees. Issuance expenses occur with an initial issue of stock. Brokerage fees 

occur in the much larger secondary market where pre-existing shares are traded daily. 

Brokerage fees tend to increase the price of the stock to the investor to levels above that 

reported in the Wall Street Journal, for example. Therefore if those kinds of transaction 

costs were included in a DCF cost of capital estimate they would raise the effective market 

price, lower the dividend yield and lower the investors’ required return. If one considers 

transaction costs which, supposedly, raise the required return (issuance expenses), then 

costs which lower the required return (brokerage fees) should also be considered. As 

shown by the research noted above, those transaction costs essentially offset each other and 

no specific equity capital cost adjustment is warranted. 

“A Note on Transaction Costs and the Cost of Common Equity for a Public Utility,” Habr, D., National 
Reeulatory Research Institute Ouarte rlv Bulletin, January 1988, pp. 95-103. 
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IV. COMMENTS ON COMPANY TESTIMONY 

Q. HOW HAS COMPANY WITNESS CUMMINGS ESTIMATED THE EQUlTY CAPITAL 

COST OF US WEST COMMUNICATIONS? 

A. Company witness Cummings has relied on an equal weighting of the results of a DCF 

analysis and a CAPM analysis to estimate the Company’s equity capital cost rate. I believe 

the Company’s DCF methodology is unsound and will address my concerns regarding that 

DCF analysis, initially. I will then address certain portions of his CAPM analysis. Because 

I have discussed the shortcomings of the CAPM when used in cost of capital analysis at 

length in Appendix D attached to this testimony, my comments on Mr. Cummings’ CAPM 

will be relatively brief. Finally, I will also address Mr. Cummings’ corroborative analyses. 

Q. ON WHAT DCF MODEL HAS THE COMPANY RELIED TO PROVIDE AN 

ESTIMATE OF ITS EQUITY CAPITAL, COST RATE? 

A. Witness Cummings uses the following DCF formulation to estimate equity capital costs: 

The Company terms its version of the DCF the “quarterly DCF’ model. This particular 

version of the DCF model produces cost of equity results that are higher than the standard 

DCF model. Witness Cummings’ DCF, because it contains the same variable “k” on either 

side of the equation requires an iterative (i.e., trial and error) solution. In other words, 

given estimates of “g” and the next four quarterly dividends, a value for “k” is assumed and 

inserted into the equation. If the two sides of the equation are not equal, another “k” value, 

either higher or lower, must be tried and the process continued until the equation i s  correct. 

Aside from the obvious mathematical complexity of this model, which makes it 

doubtful that the average investor actually uses it, this version of the DCF model effectively 

increases dividends increase every quarter. Not one of the companies analyzed by the 

Company witness has raised its dividend every quarter. USWC-Arizona’s assumption of a 
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dividend increase every quarter, therefore, overstates investor expectations. Also, as noted 

previously in my testimony, since the DCF is derived as a quarterly model, it requires no 

additional “adjustments” and the proper dividend to use in the model is the expected next 

quarter dividend, annualized. If the dividend has regularly been increased in the quarter 

following analysis, then the current quarterly dividend should be increased by one plus the 

annual growth rate and then annualized to calculate the DCF dividend yield. However, the 

dividend does not increase every quarter nor do investors expect it to do so. 

Witness Cummings’ rationale supporting a constantly increasing dividend 

is grounded on the ability of investors to reinvest those dividends every quarter in 

equivalent riskheturn investments to earn the incremental “time value of money”. That may 

or may not represent the action of investors. Regardless, it is not the ratepayers’ 

responsibility to provide the investor any additional return he or she might receive by 

reinvesting the quarterly dividend. 

Finally, the Federal Energy Regulatory Commission, in its Generic Rate of Return 

rulemaking proceedings held during the 1980s and early 199Os, has considered and 

rejected the use of a DCF model which compounds the quarterly dividend. The FERC held 

in Order 461 (37 FERC q[61,287) that if the allowed return were determined using a DCF 

model which included the dividend compounding recommended by Company witness 

Cummings, the investors would be compensated twice, “--once by the utility [through the 

allowed rate of return] and once through the investors’ reinvestment of the dividends in 

some other alliterative investment.” 
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Q. WHAT DCF GROWTH RATE METHODOLOGY DOES WITNESS CUMMINGS USE? 

A. Witness Cummings relies exclusively on 5-year earnings growth rate forecasts. 

Q. WHAT ARE YOUR COMMENTS ON THE EXCLUSIVE USE OF PROJECTED 

EARNINGS GROWTH RATES IN A DCF ESTIMATE OF THE COST OF EQUITY 

CAPITAL? 
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A. In my view, earnings growth rate projections are widely available, are used by investors 

and, therefore, deserve consideration in an informed, accurate assessment of the investor 

expected growth rate to be included in a DCF model. I do not believe, however, that 

projected earnings growth rates should be used as the only source of a DCF growth 

estimate as witness Cummings has done in this case. In other words, projected earnings 

growth rates are influential in, not determinative of, investor expectations. 
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Q. PLEASE EXPLAIN WHY EXCLUSIVE RELIANCE ON ANALYSTS’ PROJECTED 

EARNTNGS GROWTH RATES IN A DCF EQUrrY COST ESTIMATE CAN 

PRODUCE UNRELLABLE RESULTS. 

A. First, it is important to realize that, as I have previously noted in my testimony, projected 

growth rates may over- or understate dividend growth that can be sustained over the long 

term by the companies under review. This is important because sustainable growth is 

required in an accurate DCF assessment of the cost of equity capital. The efficacy of 

projected earnings growth rates in any specific DCF analysis can only be determined 

through a study of the underlying fundamentals of growth-something which Company 

witness Cummings fails to do with his exclusive reliance in analysts’ earnings growth rate 

projections. 

Second, there is often associated with the exclusive use of analysts’ projected 

earnings growth rates an erroneous notion of “consensus”, i.e., that projected earnings 

growth rates are what investors are using to estimate retum requirements and that those 

estimates closely agree. As shown in the table below, which shows detailed statistics form 

analysts’ growth rates estimates for Mr. Cummings sample group of telecommunications 

companies, what is often called a “consensus” earnings growth expectation are, in reality 

quite divergent. 
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TABLE I. 

zacks 5-Year Number of Range of 
COmDanv Estimates Estimates 

Bell Atlautic 11.39% 14 5.8% 15.0% 
Bell South 11.38% 11 8.0% 16.6% 
GTE Corp. 11.90% 13 7.0% 15.0% 
SBC Comm. 12.99% 15 9.6% 15.4% 
US WEST 7.12fIh 12 U ! & J i L ! & k  

Averages 10.96% 6.6% 14.4% 

Data from Market guide, Multex.com via Yahoo! 

From Table I, we see that the analysts’ “consensus” growth rate estimates for Mr. 

Cummings’ telecommunications f m s  are based on projected earnings growth rates that, 

overall, show a divergence rather than a consensus of investor opinion. For example the 

analysts surveyed by the analysts that follow US WEST project earnings growth rates for 

the Company that range from 2.4% to 10%. It is important to remember that the average 

earnings projection, even though it is called a “consensus” earnings growth estimate, is 

based on what may be a very wide range of growth rate expectations among the 

professional analysts. Therefore, caution should be afforded the use of those earnings 

growth estimates in any DCF analysis and they should not be utilized exclusively as Mr. 

Cummings has elected to do. 

Q. DON’T COST OF CAPlTAL EXPERTS WHO RELY EXCLUSIVELY ON EARNINGS 

GROWTH PROJECTIONS REFER TO ACADEMIC STUDIES WHICH SHOW 

ANALYSTS’ EARNINGS GROWTH ESTIMATES TO BE “SUPERIOR” TO OTHER 

GROWTH RATE ESTIMATION METHODS? 

A. Yes, however, while such studies do show that projected growth rates are superior to 

simple, mechanical averages of historical growth rates, they do not suggest that projected 

earnings growth rates are determinative of investor expectations. What those studies 

actually do is make a good case for the consideration of analysts’ growth rate forecasts in a 

reasoned examination of investor growth rate expectations. With that premise, I quite 
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agree, and that is how I have elected to use analysts’ forecasts in my DCF analysis, i.e., as 

part of an analysis of growth rate expectations. Those studies do not provide a rationale for 

and exclusive reliance in earnings growth rate projections. Certainly analysts’ growth rate 

projections can influence investor expectations, but it is unreasonable to conclude that they 

determine those expectations exclusively. 
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Q. WHAT ARE YOUR COMMENTS REiGARDING MR. CUMMINGS’ ‘‘COMPARABLE 
FUSK COMPANY” DCF ANALYSIS? 

A. Mr. Cummings’ “comparable company” DCF cost of capital study examines the market 

data of a group of firms selected by a risk parameter screening process. Although Mr. 

Cummings selects those companies on the basis of bond rating and cash flow volatility, a 

key element omitted from his selection process is the level of competition to which the 

f m s  are exposed. 

Interestingly, Mr. Cummings’ selection process includes companies in the “similar 

risk”-company sample that are essentially utility operations and have, comparatively, low 

competitive risk. Therefore, only a few of the f in s  in Mr. Cummings “comparable risk” 

group enjoy a market position similar to a local exchange telephone operation. Mr. 

Cummings’ DCF result for those utility companies averages is considerably lower than the 

overall average for the “similar risK’-company sample. 

The average DCF result for the utility Companies shown in Mr. Cummings’ Exhibit 

PCC-06 (his DCF analysis of the “similar-risk” fms)  is approximately 119512. The 

average DCF result for the other f m s  is 14.5% (standard deviation = 2.02%). The DCF 

result for Mr. Cummings’ “similar risk” f i i s  with substantial market share positions (the 

utilities) is more than two full standard deviation units below the average of the unregulated 

companies included in that sample. Those data indicate that the DCF cost of equity for the 

competitive firms included in Mr. Cummings sample group is significantly different from 

the similar companies that enjoyed large market shares. Therefore, included in Mr. 

l2 DPL, Inc. (10.7%), IPALCO Ebterprises (10.4%), OGE Energy (12.0), Otter Tail Power (10.6%), WPS 
Resources (1 1.5%); Duke Energy omitted due to change in business, Northern States Power omitted due to 
merger and related stock price depression. 
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Cummings’ “comparable risk” sample group selected on the basis of bond rating and cash 

flow volatility are two subgroups. Those two subgroups have markedly different equity 

capital costs, according to witness Cummings’ own calculations, even though the 

companies were selected to be of similar risk. 

Three conclusions must be drawn from this result: 1) the two groups cannot be of 

similar investment risk and Mr. Cummings’ selection parameters (bond rating and cash 

flow variability) are insufficient to select similar-risk companies; 2) the risk factor which 

witness Cummings has failed to consider-the market share position of the firms-has a 

substantial impact on the market-required cost of equity; and 3) the cost of equity of utility 

operations which have bond rating and cash flow similarities to USWC is well below the 

equity cost of unregulated firms with similar bond ratings and cash flow variability. 

Finally, because Mr. Cummings’ average DCF cost of equity for the utility firms with 

similar bond ratings and cash flow variability-1 1 %-is below my recommended return on 

equity in this proceeding (1 1.75%), the latter can be considered to be conservative, 

according to the data contained in the Company’s own analysis. 

Q. DOES THIS CONCLUDE YOUR COMMENTS ON WITNESS CUMMINGS’ DCF 

EQUITY COST ESTIMATION ANALYSIS? 

A. Yes, it does. 

Q. WHAT ARE YOUR COMMENTS ON COMPANY WITNESS CUMMINGS’ CAPM 

ANALYSIS? 

A. Witness Cummings uses the CAPM as a co-equal analytical method to the DCF. I have 

previously discussed the shortcomings of the CAPM when used to estimate the cost of 

capital in Section III and Appendix D of this testimony. For those reasons I rely on the 

CAPM as a check of the DCF, but do not believe it deserves co-equal status in estimating 

the cost of equity. Because I have previously discussed the issues relevant to the CAPM, I 

will not repeat the entirety of that logic here. However, there are aspects of Mr. Cummings’ 
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application of the CAPM which causes the result to be overstated and of which the 

Commission should be aware. 

Previously in this testimony, I have pointed out that the use of a long-term Treasury 

security as the risk-free rate in the CAPM includes a level of inflation-related systematic 

risk that is not called for in the theory on which the CAPM is based. Brealey and Meyers, 

an authority which Mr. Cummings cites in his Direct Testimony in this proceeding, in The 
Princides of Comorate Finance. 4th Ed. (McGraw-Hill, New York, p. 194), indicate that 

the difference between the historical average annual return of T-Bonds and T-Bills should 

be subtracted from the current T-Bond rate to produce what amounts to a forward-looking 

T-Bill rate-the proper risk-free rate to be included in the CAPM. However, Mr. 

Cummings fails to make such an adjustment. 

While I have discussed many of the shortcomings of the beta coefficients, which 

are the key measure of risk in the CAPM model, two aspects are underscored in the 

workpapers provided by Mr. Cummings in response to Staff Data Request SGH-01-23. In 

his testimony, Mr. Cummings explains that he calculated his own beta coefficient for US 

WEST. Staff Data Request SGH-01-23 asked Mr. Cummings to provide those 

calculations, which he did. 

First, the result of Mr. Cummings’ regression analysis is a beta coefficient for US 

WEST of 0.64, not the 0.76 he ultimately uses to estimate the CAPM cost of equity. The 

0.64 actual measured beta is often termed a “raw” beta and the 0.76 figure used by Mr. 

Cummings is termed an “adjusted” beta. Beta coefficients are sometimes adjusted for the 

supposed tendency for beta coefficients to migrate toward the market beta (1 .O) over time. 

That is a theory in financial economics with which there is disagreement. As a result, both 

“raw” betas and “adjusted” betas are published in the financial media. Standard & Poor’s, 

for example, publishes “raw” betas and Value Line publishes “adjusted” betas. The point is 

that it is not clear which actually represents the investment risk of the fm, and the equity 

cost impact of using one or the other is not trivial. For example, the 0.12 difference 

between Mr. Cummings’ “adjusted” (0.76) and “raw” (0.64) beta for US WEST, 
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multiplied by a market risk premium of 8.4%13, indicates an equity cost impact of 101 

basis points [ 0.12 x 8.4% = 1.008%]. Mr. Cummings’ CAPM result for US WEST was 

12.0% (Cummings Direct, PCC-7), based on his “adjusted” beta. If he had used his “raw” 

beta calculation, his CAPM result would have been 101 basis points less, or 10.99%-well 

below my own equity cost estimate. 

Second, Mr. Cummings’ response to Staff Data Request SGH-01-23 also reveals 

the tenuous nature of beta as the sole measure of investment risk (which, in the CAPM 

context, it is). The statistical data accompanying Mr. Cummings calculation of beta indicate 

that the coefficient of determination or “r-squared” coefficient for that regression is 0.17. 

That statistic means that only 17% of the risk associated with an investment in US WEST, 

compared to an investment in the market as a whole, is captured by beta. That result is not 

an indictment of the manner in which Mr. Cummings calculated his beta coefficient; that he 

has done without flaw. Rather, that low r-squared statistic is typical for beta coefficients 

and underscores the fact that 1) beta, alone, is not a reliable indicator of investment risk, 

and 2) the CAPM should not be utilized as a primary indicator of the cost of equity capital 

in regulatory rate proceedings. 

Q. DOES THIS CONCLUDE YOUR COMMENTS REGARDING MR. CUMMINGS’ 

CAPM ANALYSIS? 

A. Yes, it does. 

Q. WITNESS CUMMINGS UTILIZES TWO CORROBORATIVE ANALYSES, WHICH 

HE TERMS “REASONABLENESS TESTS.” WHAT ARE YOUR COMMENTS 

REGARDING HIS FIRST ANALYSIS? 

A. Witness Cummings performs a DCF analysis on a sub-set of the S&P 500 Index and 

determines that the cost of capital of the “average” stock is higher than his recommendation 

for USWC-Arizona and that, therefore, his recommendation is reasonable. The witness is 

able to verify his result that the Company has “slightly” less risk than average by relying on 

l3 Ibbotson’s historical market risk premium range is 7.4% to 9.4%; 8.4% is a mid-point. 

56 



US WEST Communications 

Direct Testimony: S. G. Hill 
DNket NO. T-1051B-99-105 

telecommunications f i s ’  beta coefficients, which are below the definitional beta for the 

market-1.0. As I have noted previously in my testimony above, and as confiied in 

recently published research in the field of theoretical finance, beta has been shown to be an 

unreliable indicator of relative risk. Therefore, this corroborative analysis suffers from the 

same shortcomings as the CAPM, i.e., a heavy reliance on the accuracy of beta. 

In fact, witness Cummings’ first corroborative analysis could be used to support 

my equity return recommendation in this proceeding. In my view, local exchange telephone 

company operations have substantially less risk than the average unregulated, competitive 

industrial fm. Therefore, my estimate of the cost of equity capital for telecommunications 

fms ,  11.75%, which is below that of unregulated industrial firms but above that of 

similar-risk utility operations, is reasonable according to witness Cummings’ DCF results 

for the average company. 

Q. WHAT ARE YOUR COMMENTS ON WKNESS CUMMINGS’ SECOND 

CORROBORATIVE METHODOLOGY? 

A. Witness Cummings’ second “reasonableness test” is another version of is first, and suffers 

from the same shortcomings. The witness subtracts bond yields from his estimate of the 

market return (discussed above), multiplies that risk premium by a telecommunications- 

type beta to arrive at a range of results which coincide with the upper end of his 

recommended return. As with the previous analysis, however, this risk premium/CAPM 

analysis does not constitute a check of the reasonableness of the witness’ equity cost 

estimation techniques, it merely indicates that the equity cost he estimates for the market is 

higher than the cost rate he recommends in this proceeding. In my view, both of his equity 

cost estimates are overstated. 

Q. DOES THIS CONCLUDE YOUR COMMENTS ON THE EQUITY COST ESTIMATES 

PROVIDED BY COMPANY WITNESS CUMMINGS? 

A. Yes, it does. 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY IN THIS PROCEEDING? 
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A. Yes, it does. 
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Q. PLEASE PROVIDE AN EXAMPLE WHICH DESCRIBES THE DETERMINANTS OF 

LONG-TERM SUSTAINABLE GROWTH. 

A. Assume that a hypothetical regulated firm had a first period common equity or book 

value per share of $10, the investor-expected return on that equity was 10% and the stated 

company policy was to pay out 60% of earnings in dividends. The first period earnings 

per share are expected to be $1.00 ($lO/share book equity x 10% equity return) and the 

expected dividend is $0.60. The amount of earnings not paid out to shareholders ($0.40), 

the retained earnings, raises the book value of the equity to !§ 10.40 in the second period. 

The table below continues the hypothetical for a five year period and illustrates the 

underlying determinants of growth. 

TABLE A. 

YEAR1 YEAR2 YEAR3 YEAR4 YEAR5 GROWTH 
BOOK VALUE $10.00 $10.40 $10.82 $11.25 $11.70 4.00% 
EQUITYRETURN 10% 10% 10% 10% 10% - 
EARNINGSISH. $1.00 $1.040 $1.082 $1.125 $1.170 4.00% 
PAYOUT RATIO 0.60 0.60 0.60 0.60 0.60 
DMDENDSISH. $0.60 $0.624 $0.649 $0.675 $0.702 4.00% 

We see that under steady-state conditions, the earnings, dividends and book value all 

grow at the same rate. Moreover, the key to this growth is the amount of earnings 

retained or reinvested in the firm and the return on that new portion of equity. If we let 

“b” equal the retention ratio of the firm (1 - the payout ratio) and let “r‘, equal the firm’s 

expected return on equity, the DCF growth rate “g” (also referred to as the internal or 

sustainable growth rate ) is equal to their product, or 

g = br. (9 

Professor Myron Gordon, who developed the Discounted Cash Flow technique and first 



APPENDIX B 

introduced it into the regulatory arena, has determined that Equation (i) embodies the 

underlying fundamentals of growth and, therefore, is a primary measure of growth to be 

used in the DCF model. Professor Gordon’s research also indicates that analysts’ growth 

rate projections are useful in estimating investors’ expected sustainable growth. 

I should note here that the above hypothetical does not allow for the existence of 

external sources of equity financing, i.e., sales of common stock. Stock financing will 

cause investors to expect additional growth if the company is expected to issue new 

shares at a market price that exceeds book value. The excess of market over book would 

inure to current shareholders, increasing their per share equity value. Therefore, if the 

company is expected to continue to issue stock at a price that exceeds book value, the 

shareholders would continue to expect their book value to increase and would add that 

growth expectation to that stemming from earnings retention or internal growth. 

Conversely, if a company were expected to issue new equity at a price below book value, 

that would have a negative effect on shareholder’s current growth rate expectations. In 
such a situation, shareholders would perceive an overall growth rate less than that 

produced by internal sources (retained earnings). Finally, with little or no expected equity 

financing or a market-to-book ratio near unity, investors would expect the sustainable 

growth rate for the company to equal that derived from Equation (i), “g = br.” Dr. 

Gordon’ identifies the growth rate which includes both expected internal and external 

financing as: 

where, 

g = br + vs, 

g = DCF expected growth rate, 
r = return on equity, 
b = retention ratio, 
v = fraction of new common stock 

sold that accrues to the current 
shareholder, 

s = funds raised from the sale of stock 

lGordon, M.J., Th e Cost of CaDital to a Public Utility, MSU Public Utilities Studies, East Lansing, 
Michigan, 1974, pp., 30-33. 

(ii) 

ii 



APPENDIX B 

as a fraction of existing equity. 

Additionally, 

v = ~ - B V / M P ,  (iii) 

where, 
M P  = market price, 
BV = book value. 

I have used Equation (iii) as the basis for my examination of the investor expected 

long-term growth rate (g) in this proceeding. 

Q. IN YOUR PREVIOUS EXAMPLE, EARNINGS AND DIVIDENDS GREW AT THE 

SAME RATE (br) AS DID BOOK VALUE. WOULD THE GROWTH U T E  IN 

EARNINGS OR DIVIDENDS, THEREFORE, BE SUITABLE FOR DETERMINING 

THE DCF GROWTH RATE ? 

A. No, not necessarily. Rates of growth derived from earnings or dividends alone can be 

unreliable due to extraneous influences on those parameters such as changes in the 

expected rate of return on common equity or changes in the payout ratio. That is why it is 

necessary to examine the underlying determinants of growth through the use of a 

sustainable growth rate analysis. 

If we take the hypothetical example previously stated and assume that, in year 

three, the expected return on equity rises to 15%, the resultant growth rate for earnings 

and dividends far exceeds that which the company could sustain indefinitely. The 

potential error in using those growth rates to estimate “g” is illustrated in the following 

table. 
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TABLE B. 

W%lR1 XBAk2 YEAR1 YEAR4 YEAR5 GROWTH 
BOOK VALUE $10.00 $10.40 $10.82 $1 1.47 $12.157 5.00% 
EQUITYRETURN 10% 10% 15% 15% 15% 10.67% 
EARNINGS/SH. $1.00 $1.040 $1.623 $1.720 $1.824 16.20% 
PAYOUT RATIO 0.60 0.60 0.60 0.60 0.60 - 
DIVIDENDSISH. $0.60 $0.624 $0.974 $1.032 $1.094 16.20% 

What has happened is a shift in steady-state growth paths. For years one and two, 

the sustainable rate of growth (g=br) is 4.00%, just as in the previous hypothetical. Then, 

in the last three years, the sustainable growth rate increases to 6.00% (g=br = 0.4~15%). 

If the regulated firm were expected to continue to earn a 15% return on equity and retain 

40% of its earnings, then a growth rate of 6.0% would be a reasonable estimate of the 

long-term sustainable growth rate. However, the compound annual growth rate for 

dividends and earnings exceeds 16% which is the result only of an increased equity return 

rather than the intrinsic ability of the firm to grow continuously at a 16% annual rate. 

Clearly, this type of estimate of future growth cannot be used with any reliability at all. In 

the case of the hypothetical, to utilize a 16% growth rate in a DCF model would be to 

expect the company’s return on common equity to increase by 50% every five years into 

the indefinite future. This would be a ridiculous forecast for any regulated f m  and 

underscores the importance of utilizing the underlying fundamentals of growth in the 

DCF model. 

It can also be demonstrated that a change in our hypothetical regulated fm’s  

payout ratio makes the past rate of growth in dividends an unreliable basis for predicting 

“g”. If we assume our regulated firm consistently earns its expected equity return (10%) 

but in the third year, changes its payout ratio from 60% to 80% of earnings, the results 

are shown in the table below. 
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TABLE C. 

I 
I 
I YEAR1 YEAR2 YEAR3 YEAR4 YEAR5 GROWTH 

BOOK VALUE $10.00 $10.40 $10.82 $1 1.036 $11.26 3.01% 

EAR"GS/SH. $1.00 $1.040 $1.082 $1.104 $1.126 3.01% 
PAYOUT RATIO 0.60 0.60 0.80 0.80 0.80 7.46% 
DIVIDENDWSH. $0.60 $0.624 $0.866 $0.833 $0.900 10.67% 

EQUrrYRETURN 10% 10% 10% 10% 10% - 

What we see here is that, although the company has registered a high dividend 

growth rate (10.67%), it is, again, not at all representative of the growth that could be 

sustained indefinitely, as called for in the DCF model. In actuality, the sustainable 

growth rate has declined from 4.0% the first two years to only 2.0% (g=br = 0.2~10%) 

during the last three years due to the increased payout ratio. To utilize a 10% growth rate 

in a DCF analysis of this hypothetical regulated f m  would 1) assume the payout ratio of 

the firm would continue to increase 33% every five years into the indefinite future, 2) 

lead to the highly implausible result that the firm intends to consistently pay out more in 

dividends than it earns and 3) grossly overstate the cost of equity capital. 
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SAMPLE COMPANY GROWTH U T E  ANALYSES 

TELECOMMUNICATIONS COMPANIES 

BEL - BELL ATLANTIC - BEL’s sustainable growth rate began the five-year 
historical period at a 7% rate, but through higher earned returns due to accounting 
changes (book equity write-downs), the “b times r” growth rate rose to 15% by 
1999. The sustainable growth rate averaged 10.83% over the most recent five-year 
period. Value Line projects “b times r” growth in the future in the 15% to 16% 
range, again, a product primarily of an equity base reduced through accounting 
treatment. Further, because of write-offs, BEL‘s book value declined at a 2.5% rate 
over the most recent five years and, due to Bell Atlantic’s merger with “ E X  the 
projected growth in book value is also expected to jump to the 14% level over the 
next five years. BEL’S earnings per share are expected to grow at an 11 % (VL) to 
11.39% (Analysts’) rate, which is higher than the 7.5% rate of growth in earnings 
experienced by that company over the most recent five years, but does not aproach 
the level indicated by the sustainable growth data. Historically, BEL’s dividends 
increased at a 2.5% annual rate, but are projected by Value Line to increase at only 
a slightly higher rate, 3%, over the next five years. The average earnings, dividend 
and book value growth rates projected by Value Line for this company is 9%. 
Investors can reasonably expect a sustainable internal growth for this company of 
10.5%. 

prices above book value), BEL’s shares outstanding grew at a 15.4% rate over the 
past five years due to the merger with NYNEX. Since the merger the company’s 
shares outstanding have decreased. Using 1999 as a base, Value Line’s projection 
of total shares outstanding for BEL during the 2003-2005 period indicates a 
-0.75% growth rate in the number of shares. A growth rate in the number of shares 
outstanding of -0.25% for this company is reasonable. 

With regard to expected growth from external sources (sales of stock at 

BLS - Bell South - Bell South’s sustainable growth rate began the five-year 
historical period at 6.8%, but rapidly grew to 16% by 1999 as equity returns and 
retention ratios increased. Value Line projects that earned returns will stabilize for 
BLS over the next five years but retention ratios will continue to increase, giving 
rise to an internal growth rate estimate of nearly 20% by the 2003-2005 period. 
BLS’ book value, which increased at a 2% rate over the past five years, according 
to Value Line, is projected to increase at a 9.5% rate in the future. VL and Analysts’ 
project earnings growth rates for BLS of 13% and 11.38%, respectively. 
However, BLS’ dividend growth projections indicate only a 2.5% rate of growth in 
the future. Historically, BLS’ earnings grew at a 11.5% rate while dividends 
increased at only a 1.5% rate. These data show that investors can reasonably expect 
that long-tern sustainable growth for this company will be higher in the future than 
it has been in the past, though not as high as that indicated by the projected 
sustainable growth rate data. The average earnings, dividend and book value 
growth rates projected by Value Line for this company is 9%. A 10.5% internal 
growth rate is reasonable in this instance. 

Line projects that the number of shares outstanding will not decrease through the 
2003-2005 period. A growth rate in the number of shares outstanding of -.25% 
provides reasonable long-term estimate for this company. 

BLS’ sares grew at only a -1.35% rate over the past five years, and Value 
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GTE - GTE Corp. - G”s sustainable growth rate began the historical period at 
10.3%, and averaged 12.45% for the five-year period, with a moderation in growth 
in 1998. However, VL projects the sustainable will rise by the 2003-05 period to a 
level near 16%, through an increasing retention ratio. GTE’s book value growth 
during the most recent five years (-5%), again affected by reductions in book 
equity, is expected to rebound to a 17% rate in the future. GTE’s earnings per share 
are projected to increase at a 11.5% (VL) to 11.9% (Analysts’) rate, but its 
dividends are expected to grow at only a 0.5% rate, moderating long-term growth 
expectations. Historically GTE’s earnings have shown 6.5% growth, while its 
dividends increased at a 1% rate. The average projected earnings, dividend and 
book value growth for GTE published by Value Line is 9.6796, well below 
historical sustainable growth rate averages. Therefore, investors can reasonably 
expect a sustainable growth rate somewhat lower than that recently established; 
11.25% is reasonable for this company. 

over the past five years. The number of shares is expected to grow at approximately 
a 0.02% rate through 2003-05, but beyond 1999, the number of shares are not 
expected to increase. An expectation of share growth of 0% for this company is 
reasonable. 

Regarding share growth, GTE’s shares outstanding grew at a -0.03% rate 

SBC - SBC Communications - SBC’s sustainable growth rate began the five- 
year historical period at about a 14% rate, and averaged almost 16% for the entire 5- 
year period. Value Line projects that SBC’s high equity returns will moderate 
somewhat and a 14% rate of internal growth will be maintained through the 2003- 
2005 period. As with the other RHCs, the per share data series projections indicate 
slower long-term growth for this company. For example, Value Line and 
institutional Analysts project 11.5% and 12.9% growth rates in earnings per share. 
However, over the past five years, when earnings growth for SBC was 10.5%, 
that company’s dividends grew at only a 4% rate. Value Line projects that 
dividends will increase at a 5.5% rate in the future, higher than past growth but well 
below other growth rate measures, moderating long-term growth rate expectations. 
The average earnings, dividends and book value projected by Value Line for SBC 
is 11.5%, the highest projected growth rate for the telecommunications companies 
studied here. In this instance, a long-term sustainable internal growth rate of 11.0% 
is reasonable for this company. 

Value Line’s projections for shares outstanding for SBC take into account 
that company recent acquisition of Ameritech and include the issuance of over 1 
billion shares of stock. Those data are not useful in estimating a long-term growth 
rate in shares outstanding. However, Value Line also reports that SBC’s shares 
outstanding showed only a 0.01% rate of growth prior to that company’s 
acquisition of Pacific Telesis. Also, following the Ameritech merger, Value Line 
projects no increase in shares outstanding for SBC. Therefore, investors relying on 
these data would anticipate no additional growth over the long-term due to sales of 
stock at prices above book value. 

USW - US WEST Communications - Over the most recent five years USW’s 
internal sustainable growth has averaged only 3.56%, even with earned returns (on 
a diminished book value) of approximately 30%. Due to USW’s additional write- 
down of book value in 1998 to only $1.50 per share, Value Line reports the 
company’s return on equity as “NMF’-no meaningful figure. In the future, Value 
Line projects that USW will earn equity returns in excess of 40%, and will retain 
more earnings, creating a sustainable growth projection by the 203-2005 period of 
25%. In my view, that figure does not represent a reasonable expectation for long- 
term sustainable growth. That very low 1998 book value also gives rise to a very 
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high book value growth projection of USW (23%). However, measured from the 
prior year (1997) USW’s projected book value growth is 9.3%. Again, for this 
f m ,  the per share data series show considerably lower growth rates for USW. 
For example, Value Line also projects USW’s earnings and dividends will increase 
at 13% and 0% rates, respectively. Institutional Analysts’ five-year earnings growth 
projection for USW is lower than Value Line’s: 7.12% (12 analysts polled). Again, 
the low rate of dividend growth projected over the next five years would cause 
investors to moderate any long-term growth expectations indicated by the 
sustainable growth rate data. However, it is reasonable to believe that USW’s long- 
term future growth will exceed historical growth rate levels. An internal growth rate 
of 8.25% is reasonable for USW. 

With regard to share growth the historical data published by Value Line for 
USW indicate a growth in shares outstanding of about 1.7%. However, over the 
next five years, Value Line projects very little growth from shares through the 
2003-2005 period. A growth rate in the number of shares outstanding for USW of 
0% is reasonable on a forward-looking basis. 

PROPERTYKASUALTY INSURANCE COMPANIES 

BKLY - W. R. Berkley Corp. - BKLY’s sustainable growth rate averaged 
7.04% over the five-year historical period. After continuing to pay dividends with 
negative earnings level in 1999, VL projects that sustainable growth by the 2003-05 
period at about 6.6%, roughly equal to historical averages. BKLY’s book value, 
however, which increased at a 9% rate during the most recent five years is expected 
to decline to a 2% rate in the future. In addition, BKLY’s dividends are expected to 
grow at a 5.5% rate, which is below the projected sustainable growth and well 
below the historical dividend growth of 11.5%. Those data indicate that growth 
expectations for this company will be lower in the future. Earnings growth 
projections show a steady to moderating trend. Historically BIUY’s eamings grew 
at a 5.5% rate, according to Value Line but are expected to decline to a 2% to over 
the next five years. Analysts, however, project 14% earnings growth for this 
company, a very wide disparity. The sustainable growth rate data indicate that 
investors can expect sustainable growth from BKLY in the future to approximate 
that which has existed in the past, but dividend, book value and (some) earnings 
growth projections indicate steady or downward growth trends. Investors can 
reasonably expect a sustainable growth rate of 7.0% for this company. 

4% rate over the past five years following a large equity issuance in 1995. The 
growth rate in shares outstanding was negative prior to and following that equity 
issuance. The growth rate in the number of shares outstanding is expected to 
decline at a 1.25% rate between 1999 and the 2003-05 period. An expectation share 
growth of -1.5% for this company is reasonable. 

Regarding share growth, BKLY’s shares outstanding fell at approximately a 

CB - The Chubb Corporation - CB’s sustainable internal growth rate averaged 
8.08% over the five-year historical period, winding up in 1999 just below the 
average 5-year level. VL projects CB’s growth will moderate in the future, reaching 
6.82% by 2003-05. CB’s book value growth rate is expected to remain relatively 
stable, increasing slightly to 9% from 8.5%. Also, CB’s earnings per share are 
projected to increase at 6.5% (VL) and 11.8% (Analysts), but its dividends are 
expected to grow at 7%, similar to levels indicated by the projected sustainable 
growth rate. Historically, CB’s earnings and dividends grew at 6% and 8% rates, 
respectively, according to VL. Given both higher and lower projections for the 
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future, investors can expect a sustainable growth rate near past averages, and 8% is 
a reasonable expectation for CB. 

over the past five years. The level of share growth is expected by VL to decline at a 
1.9% rate through 2003-05. An expectation share growth of -0.25% for this 
company is reasonable. 

CINF - Cincinnati Financial Corp. - CINF’s sustainable growth rate 
averaged 3.93% over the five-year historical period, but fell below that level during 
the most recent two years, indicating a downward trend. VL expects internal 
growth to continue at the level which existed during the historical study period, 
indicating sustainable growth by the 2003-05 period of about 4%. CINF’s book 
value grew at a 21.5% rate during the most recent five years (that rate fell to 8.7% 
over the psat three years), but is expected by Value Line to increase at a 15% rate in 
the future. Also, CINF’s earnings per share are projected to increase at a 11.5% to 
10% rate (VL & Analysts, respectively). Historically, CINF’s earnings growth was 
7.5%. Those per share data indicate an increasing growth expectation for CINF, 
relative to historical growth. However, CINF’s dividends, which grew at a 12.5% 
rate over the most recent five years are expected to fall to a 10.5% rate in the future. 
The projected earnings, dividend and book value growth rates are considerably 
higher than indicated by the sustainable growth rate. Investors can reasonably 
expect a sustainable growth rate of 10.75% for this company. 

Regarding share growth, CINF’s shares outstanding fell at approximately a 
0.7% rate over the past five years. That level of shares outstanding is expected by 
VL to fall at nearly a 1.5% rate through 2003-05. An expectation share growth of - 
1% for this company is reasonable. 

Regarding share growth, CB’s shares outstanding grew at a 0.26% rate 

OCAS - Ohio Casualty Corp. - OCAS’s sustainable internal growth rate 
averaged 3.92% over the five-year historical period. VL projects OCAS’s growth to 
fall below historical average levels in 2000, with negative growth predicted and 
then increase to roughly 6.7% by 2003-05. OCAS’s book value growth rate is 
expected to fall from 11% to only 1.5%, indicating an expectation for lower growth 
in the future. Also, OCAS’s earnings per share are projected to increase at 7% (VL) 
and 10% (Analysts), but its dividends are expected to grow at 3%, moderating 
growth expectations. Historically, OCAS’s earnings and dividends grew at 3% and 
4.5% rates, respectively, according to VL. Investors can reasonably expect a 
sustainable growth rate of 7.75%, from OCAS. 

Regarding share growth, OCAS s shares outstanding grew at a negative 4% 
rate over the past five years. The level of share growth is expected by VL to be flat 
through 2003-2005, indicating -0.03% growth by that time. An expectation share 
growth of -0.25% for this company is reasonable. 

SAFC - SAFECO Corporation - SAFC’s sustainable growth rate averaged 
4.59% for the five-year historical period. The sustainable growth in the most recent 
year, however, was approximately 1.3%, well below the five-year average. The 
sustainable growth in 2000 is projected to continue at levels below that five-year 
average, and to rise by the 2003-05 period to a level of approximately 4%. These 
data would indicate that investors can expect future growth to approximate past 
averages. However, SAFC’s book value growth during the most recent five years 
(15.5%) is expected to decline in the future to a growth rate of 5.5%. SAFC’s 
earnings per share are projected to increase at a 7% (VL) to 9.4% (Analysts) rate, 
and its dividends are expected to grow at a 12.5% rate, after increasing at a 9% rate 
over the past five years. Investors can reasonably expect a sustainable growth rate 
of 9.00% for this company. 
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Regarding share growth, SAFC’s shares outstanding grew at a 0.57% rate 
over the past five years due to a large equity issuance in 1997. Since then, the 
number of shares outstanding has been reduced. The number of shares outstanding 
is expected to decline through the 2003-05 period, at approximately a 1.5% rate. 
An expectation share growth of -0.25% for this company is reasonable. 

SPC - St. Paul Companies - SPC’s sustainable growth rate averaged 8.88% 
over the five-year historical period. After falling well below that historical average 
sustainable growth rate level in 1998, VL projects a sustainable growth by the 
2003-05 period to recover to a level somewhat beldw the historical average; 
approximately 7.3%. SpC’s book value, which increased at a 12.5% rate during 
the most recent five years, is expected to fall to a 5% rate in the future. Also, SPC’s 
dividends are expected to grow at a 4% rate, after increasing at a 7% rate over the 
most recent five years. Also, SPC’s earnings grew at an 11.5% rate historically, 
but are expected to increase at a rate of from 4% (by VL) to 10.07% (by Analysts), 
i.e., below past averages and braketing sustainable growth rate levels. Investors 
can reasonably expect a sustainable growth rate of 8.25% for SPC. 

Regarding share growth, SPC’s shares outstanding grew at approximately 
an 7.5% rate over the past five years due to a large equity issuance in 1998. Prior to 
that time, shares outstanding were declining. The growth rate in the number of 
shares outstanding is expected to decline again through 2003-05 at a -1.8% rate. 
An expectation share growth of 0% for this company is reasonable. 

SIGI - Selective Insurance Group - SIGI’s sustainable growth rate averaged 
7.64% over the five-year historical period, showing a declining trend. VL projects 
that the company will maintain sustainable growth levels through the 2003-05 
period at approximately 7.3%--roughly equal to historical averages. SIGI’s 
projected book value growth rate, however, shows growth declining from 11% 
over the past five years to 6.5% in the future. SIGI’s earnings per share are 
projected to increase at a 5%-9% (VL & Analysts, respectively) rate, after growing 
at a 15% rate, historically. The company’s dividends are expected to grow at a 
3.5% rate, after increasing at only a 0.5% rate in the past. Investors can reasonably 
expect a sustainable growth rate of 8.25% for this company. 

Regarding share growth, SIGI’s shares outstanding fell at approximately a 
2% rate over the past five years. That level of shares outstanding is expected by VL 
to continue to decline at approximately a 0.5% rate through 2003-05. An 
expectation share growth of -0.75% for this company is reasonable. 

TRH - Transatlantic Holdings Inc. - TRH’s sustainable growth rate averaged 
12.55% over the five-year historical period with lower results in the most recent 
year. VL projects sustainable growth by the 2003-05 period will moderate to 
approximately 11%. T R ” s  book value, which increased at an 17.5% rate during 
the most recent five years, is expected to increase at a 14.0% rate in the future. 
Also, TR”s dividends are expected to grow at a 12% rate, which is higher than the 
indicated sustainable growth but below the historical dividend growth of 15.5%. 
Earnings show a substantial moderating trend. Historically TR”s earnings grew at 
a 20.5% rate, but are expected to continue in the future at a 9% rate (VI., & 
Analysts). The dividend, earnings, and book value growth rate data for this 
company indicate that growth in those parameters is trending toward the projected 
sustainable growth rate. Investors can reasonably expect a sustainable growth rate 
of 10.75% for TRH. 

0.3% rate over the past five years. The growth rate in the number of shares 
outstanding is expected to increase at a 0.1 % rate through 2003-05. Those 

Regarding share growth, TR”s shares outstanding rose at approximately a 
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projections indicate that future share growth will moderate. An expectation share 
growth of 0.15% for this company is reasonable. 

AIG - American International Group - AIG’s sustainable growth rate 
averaged 12.65% for the five-year historical period. The sustainable growth in 
2000 is projected to rise slightly above levels that were recently achieved, and fall 
back, by the 2003-05 period to a level near 13.5%. AIG’s book value growth 
during the most recent five years (13%) is expected to be decline to a 12% rate in 
the future. AIG’s earnings per share are projected to increase at a 13% (VL) to 
14.3% (Analysts) rate, and its dividends are expected to grow at a 13.5% rate, 
similar to long-term sustainable growth expectations. Investors can reasonably 
expect a sustainable growth rate of 13%. 

Regarding share growth, AIG’s shares outstanding increased at 
approximately a 3.8% rate over the past five years, due to an equity issuance in 
1999. The number of shares outstanding declined prior to that equity issuance. 
Following two years of no growth, share growth is expected to continue at 
approximately 0.6% . An expectation share growth of 0.5% for this company is 
reasonable. 

UNIT - Unitrin, Incorporated - UNIT’S sustainable internal growth rate 
averaged 3.44% over the five-year historical period. VL projects UNIT’S growth to 
fall below historical average levels in 2000 and then increase to approximately the 
3.7% level by 2003-05. Indicating future growth at the same rate as historical 
growth. UNIT’S book value growth is expected to decrease slightly from 3.5% to 
3.0%. However, U ” s  earnings per share are projected to increase at a 10.5% 
(VL) rate [Analysts 5-year growth rates not available], and its dividends are 
expected to grow at 6.5%. Historically, UNIT’S earnings and grew at 8.5% and the 
company’s dividends (which were just initiated in 1990) showed 15% growth, 
according to Value Line. However, that historical growth in dividends would not be 
weighed heavily by investors in assessing long-term sustainable growth. Investors 
can reasonably expect a sustainable growth rate of 7.75%, from UNIT. That 
growth rate level is well above the sustainable growth indication, but gives 
recognition to the near-tern growth potential contained in the Value Line’s projected 
earnings and dividend growth for this company. 

Regarding share growth, UNlT’s shares outstanding grew at a negative 2% 
rate over the past five years. The level of reduction in shares outstanding is 
expected by VL to moderate to approximately a -1.5% rate through 2003-05. An 
expectation share growth of negative 1.5% for this company is reasonable. 

GAS DISTRIBUTORS 

ATG - AGL Resources - ATG’s sustainable growth rate has averaged about 
1.8% over the most recent five year period (1995-1999), including a set-back with 
substantially negative growth in 1999, due to restructuring. VL expects ATG’s 
sustainable growth to approximate that historical growth rate level by 2001 and to 
reach 3.8% by the 2003-2005 period. ATG’s book value growth rate is expected to 
be 3% over the next five years, an increase from the 2.5% rate of growth 
experienced over the past five years. Also, ATG’s earnings per share are projected 
to increase at a 5.37% (IBES) to 5% (VL) rate, but its dividends are expected to 
grow at only 1%, moderating sustainable growth expectations. Over the past five 
years, ATG’s earnings grew at a 2.0% rate while its dividends increased at a 1.0% 
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rate. Investors can reasonably expect a sustainable growth rate in the future of 
3.75% for ATG. 

Regarding share growth, ATG’s shares outstanding grew ‘at approximately 
a 1% rate over the past five years. Following negative growth in 2000 and 20001, 
the number of shares is projected by VL to increase very slightly through 2003-05. 
An expectation of share growth of 0.25% for this company is reasonable. 

AT0 - Amos Energy Corp - ATO’s sustainable growth rate averaged about 
3% for the five-year historical period, with a substantial increase in 1998. 
However, sustainable growth in 1999 fell to -2.36%. Absent that negative result, 
ATO’s historical sustainable growth averages 4.3%. Value Line projects a 
continuation of negative growth in 2000, and then rise by the 2003-05 period to a 
level near 7%’ through an increasing ROE. ATO’s book value growth during the 
most recent five years (4.5%) is expected to remain stable at a 4.5% rate in the 
future. ATO’s earnings per share are projected to increase at a 10.5% (VL) to 7.3% 
(IBES) rate, but its dividends are expected to grow at only a 4% rate, moderating 
long-term growth expectations. Historically ATO’s earnings have shown 5% 
growth, while its dividends increased at a 4.5% rate. Investors can reasonably 
expect a sustainable growth rate higher than that recently established; 5.5% is 
reasonable for this company. 

Regarding share growth, ATO’s shares outstanding grew at approximately a 
19% rate over the past five years, due to a merger-related increase in the number of 
shares outstanding. Since the merger shares have increased at a 2.5% rate. After 
growing at a 2.25% to 2.4% rate through 2001, the number of shares is expected to 
grow at approximately a 3% rate through 2003-05. An expectation of share growth 
of 2.5% for this company is reasonable. 

CGC - Cascade Natural Gas Company - CGC’s sustainable growth rate 
averaged negative 0.67% over the five-year historical period with the company 
paying out more in dividends that it had in earnings in most of those years. IN 
1999, however, the company’s sustainable growth rose to 2.7%. VL projects that 
the retention ratio and ROE will rise through 2003-05, bringing sustainable growth 
near 5.35%. CGC’s book value, which increased at a 1% rate during the most 
recent five years, is expected to increase at a 4% rate in the future, approximating 
the sustainable growth projection. CGC’s earnings per share are projected to 
increase at a 9.5% (VL) to 4.7% (IBES) rate (a relatively wide disparity in earnings 
projections), but its dividends are expected to grow at only a 0.5% rate, moderating 
long-term growth expectations. Also, the difference in earnings growth rate 
projections for this company indicates that Value Line’s earnings growth 
projections, which are grounded on a prediction of sharply higher ROE’S may not 
be representative of long-term sustainable growth. Historically CGC’s earnings 
grew at a 5.5% rate and its dividends showed 0.5% growth, according to Value 
Line. The projected sustainable growth, earnings and book value growth rate data 
indicate that investors can expect the growth from CGC to be higher in the future 
than has existed in the past. Investors can reasonably expect a sustainable growth 
rate of 4.0% for CGC. 

Regarding share growth, CGC’s shares outstanding grew at approximately 
a 5% rate over the past five years due to an equity issuance in 1996. Since that time 
shares outstanding have grown at less than 0.5% per year. Further, after showing 
no growth in 2000 and 20001, CGC’s growth rate in shares outstanding is 
expected to rise at about a 1.6% rate of increase through 2003-05. Those 
projections indicate that future share growth will be well below past averages. An 
expectation of share growth of 1.75% for this company is reasonable. 
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NJR - New Jersey Resources - NJR’s sustainable growth rate averaged 
3.84% over the five-year period. NJR’s average historical sustainable growth has 
shown steady improvement since 1992, reaching 4.81% in 1999. VL projects, by 
the 2003-05 period, sustainable growth will rise to levels approximating 7.8%. 
NJR’s book value shows a somewhat less dramatic improvement -- book value 
grew at a 2.5% rate during the most recent five years but is expected to rise to a 6% 
rate in the future, according to Value Line. Value Line projects a rate of earnings 
increase for NJR of 8%’ while IBES projects 6.6%. Dividends are expected to 
grow at a 2.5% rate, moderating long-term growth expectations somewhat. 
Historically NJR’s earnings grew at a 6% rate while its dividends increased at only 
a 1.5% rate. Therefore, like many other gas distributors, NJR’s earnings can be 
expected to recover rapidly from lower levels experienced in the early 199Os, but 
will not support dividend increases at the same rate. Investors can reasonably 
expect a long-term sustainable growth rate of 6.5%. 

Regarding share growth, NJR’s shares outstanding grew at a -0.07% rate 
over the past five years. The five-year average level of share growth is expected to 
decrease to approximately 0.5% annually through 2003-05. An expectation of share 
growth of -0.25% for this company is reasonable. 

NWNG - Northwest Natural Gas - NWNG’s sustainable growth rate 
averaged 2.58% for the five-year period. Absent the negative results experienced in 
1998, the average growth would be approximately 3.5%. VL expects sustainable 
growth to rise to about a 4.5% level through the 2003-05 period. NWNG’s book 
value growth is expected to continue to increase at a 4 3 6 ,  slightly below the 
historical level of 5%. NWNG’s earnings per share growth is projected to increase 
at a 5.5% (VL) to 4.02% (IBES) rate, but its dividends are expected to grow at only 
a 1% rate, moderating long-term growth expectations. Historically NWNG’s 
eamings and dividends increased at 8.5% and 1 % rates, respectively, according to 
Value Line. Investors can reasonably expect sustainable growth from NWNG to 
exceed past averages, a sustainable internal growth rate of 4.5% is reasonable for 
this company. 

Regarding share growth, NWNG’s shares outstanding grew at 
approximately a 3% rate over the past five years. That growth in the number of 
shares is expected by VL to drop to approximately 1.6% through 2003-05. An 
expectation of share growth of 2.5% for this company is reasonable. 

PNY - Piedmont Natural Gas - PNY’s sustainable internal growth rate 
averaged 3.81% over the five-year historical period, but declined below that level in 
the most recent year. VL projects PNY’s sustainable growth to rise to a level of 
approximately 5.25% through 2003-05. However, PNY’s book value growth rate 
is expected to continue in the future at the historical level of 6.5%, pointing to 
relative growth rate stability for this company. PNY’s earnings per share are 
projected to increase at 7% to 5.6% (VL & IBES), while its dividends are expected 
to grow at a 4.5% rate, down from a 6% rate, historically. Sustainable growth has 
been relatively consistent for this company and is expected to trend upward 
somewhat in the future close to the 5% level. Dividend growth has been above 5% 
but is expected to fall below the 5% level in the future, therefore, investors can 
reasonably expect a sustainable growth rate of 5.25%, from PNY. 

Regarding share growth, PNY’s shares outstanding grew at a 2% rate over 
the past five years. The level of share growth is expected by VL to drop to 
approximately 1% through 2003-05. An expectation of share growth of 1.5% for 
this company is reasonable. 

... 
V l l l  
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SJI - South Jersey Industries - SJI’s sustainable growth rate has averaged 
only about 1.4% over the most recent five year period (1995-1999), with results in 
1999 dramatically above the historical growth rate level. That higher level of growth 
is expected to be sustained in 2000 and 20001 and to rise to approximately 4.4% by 
the 2003-2005 period. SJYs book value growth rate is expected to be 4% over the 
next five years-an increase from the 3% rate of growth experienced over the past 
five years. Also, SJI’s earnings per share are projected to increase at a 5.25% 
(IBES) to 7.5% (VL) rate (due to the increasing size of some profitable unregulated 
operations), but its dividends are expected to grow at only 1.576, moderating 
sustainable growth expectations. Over the past five years, SJTs earnings grew at a 
1 .O% rate while its dividends increased at a 0.5% rate. Investors can reasonably 
expect a sustainable growth rate in the future to be considerably higher than past 
averages, 4.5% is reasonable for for Sn. 

the past five years. The number of shares outstanding is projected by VL to rise at 
approximately a 3% rate through 2003-05. An expectation of share growth of 2% 
for this company is reasonable. 

Regarding share growth, SJI’s shares outstanding grew at a 1.1 % rate over 

ix 
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CAPITAL ASSET PRICING MODEL 

There are many reasons why the Capital Asset Pricing Model (CAPM) should be 

used with caution in estimating the cost of equity capital. The CAPM was originally 

designed as a point-in-time tool for selecting stock portfolios that matched a particular 

investor’s riskheturn preference. Its use in rate of return analysis to estimate multi-period 

return expectations for one stock or one type of stock, rather than a diversified portfolio 

of stocks, takes the model out of the context for which it was intended. Also, questions 

regarding the fundamental applicability of the CAPM theory and the veracity of beta 

have arisen recently in the financial literature. 

Over the past few years there has been much comment in the financial literature 

over the strength of the assumptions that underlie the CAPM and the inability to 

substantiate those assumptions through empirical analysis. Also, there are three 

fundamental problems with the key CAPM risk measure (beta) that indicate that the 

CAPM analysis is not a reliable primary indicator of equity capital costs. The first two 

have been widely known for some time, but the third, and perhaps most damaging 

criticism, has emerged only in the past few years. 

First, cost of capital analysis is a decidedly forward-looking, or ex-ante, concept. 

Beta is not. The measurement of beta is derived completely with historical, or ex-post, 

information. Therefore, the beta of a particular company, because it is usually derived 

with five years of historical data, is slow to change to current (Le., forward-looking) 

conditions, and some price abnormality that may have happened four years ago could 

substantially affect beta while, currently, being of little actual concern to investors. 

Moreover, this same shortcoming which assumes that past results mirror investor 

expectations for the future plagues the market risk premium in an ex-post, or historically- 

oriented CAPM. 

Second, the beta coefficients for any individual stock have very low “r2” values 

and, statistically, must be considered relatively poor indicators of company-specific risk. 

The statistical reliability of beta is thought to increase when it is used to identify the 
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riskheturn profile of a diversified group of stocks. However, that is not the manner in 

which beta is used in regulation, and the low statistical reliability of beta is problematic in 

cost of capital analysis. As a result of the low statistical reliability of beta, different 

investor services offer different -- and sometimes widely divergent -- estimates of beta. 

Third, a recent study performed for the Center for Research in Security Prices at 

the University of Chicago Graduate School of Business shows that the assumed 

relationship between beta, risk and return (i.e., beta varies directly with risk and return) 

simply does not exist in the marketplace. As Value Line reported in its Industry Review 

published in March of 1992: 

“Two of the most prestigious researchers in the 
financial community, Professors Eugene F. Fama and 
Kenneth R. French from the University of Chicago have 
challenged the traditional relationship between Beta and 
return in a recent paper published by the Center for 
Research in Security Prices. In this study, the duo traced 
the performance of thousands of stocks over 50 years, but 
found no statistical support for the hypothesis that the 
relationship between volatility and return is significantly 
different from random. Indeed, professor Fama concluded, 
‘The fact is that Beta, as the sole variable explaining 
returns on stocks, is dead.’ These findings support previous 
studies that have called into question the real-world 
applicability of the CAPM Beta, including papers by Keim 
(Financial Analysts Journal, 1986), and Roll (Journal of 
Financial Economics, 1977). Never before, however, has 
the lack of a statistically significant relationship between 
beta and return been so rigorously and dramatically 
established.” (Value Line Industrv Review, March 13, 
1992, p. 1-8) 

A graphical summary of the findings published in the Fama and French article 

(“The Cross-Section of Expected Stock Returns,” -, Vol. XLVII, 

No. 2, June 1992, pp. 427-465) is shown below in Chart I: 

ii 
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CHART I. 
MONTHLY STOCK RETURNS v. BETA 

1963 -1 990 

ACTUAL 

Graphing monthly returns against the average beta for the different stock 

groupings presented by Fama and French shows that the actual riskheturn relationship 

that has existed over the 1963-1990 period (labeled “actual” in Chart I) is vastly different 

from that predicted by the CAPM theory. For example, Fama and French found that there 

was little difference in the average monthly returns of stocks with high betas (beta = 1.73, 

monthly return = 1.18%) and stocks with low betas (beta = 0.81, monthly return = 

1.20%), while the assumption embodied in the CAPM is that the returns for those types 

of stocks should be substantially different. These findings led the researchers to conclude: 

“In short, our tests do not support the most basic prediction 
of the SLB [Sharpe-Litner-Black, CAPMI model, that 
average returns are positively related to market Bs.” @., p. 
428) 

Fama and French have continued their investigation of the CAPM since their 

iii 
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1992 article and have postulated that a more accurate CAPM would use two additional 

risk measures in addition to beta. Their three-factor CAPM uses relative size as measured 

by market value of the firm’s stock compared to that of the market index and relative 

book value-to-market value ratio compared to that of the market index as additional 

measures of risk’. The continuing research of Fama and French indicate that their three- 

factor CAPM is theoretically superior to the “standard” CAPM which relies on betas as 

the sole indicator of relative risk, producing results which more closely mimic historical 

experience. 

However, it is important to note that while those authors tout the superiority of 

their three-factor CAPM to the single-beta CAPM on theoretical grounds, they recognize 

that there are significant problems with any type of asset pricing model when it comes to 

using the model to estimate the cost of equity capital. In “Industry Costs of Equity” a 

working paper published by the Center for Research in Security Prices (Revised October 

1996), Fama and French point out quite clearly that the volatility inherent in the historical 

data is such that a cost of equity estimate produced by any asset pricing model -- whether 

the traditional CAPM or their three-factor CAPM -- is subject to wide error: 

‘We do not take a stance on which is the right asset 
pricing model. Instead we use both the CAPM and our 
three-factor model to estimate industry costs of equity 
(CE’s). Our goal is to illustrate in detail two problems that 
plague CE estimates from any asset pricing model. 

The first problem is imprecise estimates of risk 
loadings [betas or beta-equivalents for other risk measures]. 
Estimates of CAPM and three-factor risk loadings for 
industries would be precise if the loadings were constant. 
We find however, that there is strong variation through 
time in the CAPM and three-factor risk loadings of 
industries. As a result, if we are trying to measure an 
industry’s current risk loadings and cost of equity, 
estimates from full sample (1963-1994) regressions are not 
more accurate than the imprecise estimates from 
regressions that use only the latest three years of data. And 
industries give an understated picture of the problems that 

Fama and French postulate that firm size and book-to-market ratio effectively proxy the risk-return 
characteristics of earnings-price ratios and sales growth, the latter having been determined to have more 
explanatory power with regard to relative risk and return than beta alone. 

iv 
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will arise in estimating risk loadings for individual firms 
and investment projects. 

The second problem is imprecise estimates of factor 
risk premiums. For example, the price of risk in the CAPM 
is the expected return on the market portfolio minus the 
risk-free interest rate, E(RM)-Rf. The annualized average 
excess return on the Center for Research in Security Prices 
(CSRP) value-weighted market portfolio of NYSE, AMEX 
and NASDAQ stocks for our 1963-1994 sample period is 
5.16%; its standard error is 2.71%. Thus, if we use the 
historical market premium to estimate the expected 
premium, the traditional plus-and-minus-two-standard-error 
interval ranges from less than zero to more than 10.0%. 

Our message is that uncertainty of this magnitude 
about risk premiums, coupled with the uncertainty about 
risk loadings, implies woefully imprecise estimates of the 
cost of equity.” (Fama, French, “Industry Costs of Equity,” 
Center for Research in Security Prices at the University of 
Chicago Graduate School of Business (First Draft March 
1994, Revised October 1996), pp. 1-2) 

While this recently published conclusion as to the imprecision of equity cost 

estimates produced by CAPM-type models does not negate the riskheturn basis of asset 

pricing, it does definitely call for a more accurate measure other than beta (or other risk 

indicators) with which asset returns can be more reliably indexed. However, unless and 

until such an index is published and widely accepted in the marketplace, CAPM cost of 

equity capital estimates should be relegated to a supporting role or informational status. 

Therefore, for the reasons set out above, I use the CAPM for informational purposes and 

do not rely on that methodology as a primary equity capital cost estimation technique, 

and I recommend that the Commission adopt a similar view toward the CAPM cost of 

equity capital estimates presented in this proceeding. 

V 
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Moody's A-Rated Utility Bond Yields 
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All data from CompuServe and Moody's Investor Service Website, Economic Commentary. 
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US WEST COMMUNICATIONS 
Moody's A-rated Utility Bond Yields 

1969-1999 
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US WEST COMMUNICATIONS 
CAPITAL STRUCI'URE 

CONSOLIDATED OPERATIONS 

AMOUNT (O00,OOO) 

Twe of Capital 

Common Equity 

Long-term Debt 

TOTALS 

PERCENTAGE 

Twe of Capital 

Common Equity 

Long-term Debt 

TOTALS 

AMOUNT (000,OOO) 

Twe of Capital 

Common Equity 

Long-term Debt 

Short-term Debt 

TOTALS 

PERCENTAGE 

*e of Caurtal 

Common Equity 

Long-term Debt 

Short-term Debt 

TOTALS 

B 
$3,675 

3cs2L 

$9,366 

lner 
39.24% 

60.76% 

100.00% 

lner 

$3,746 

$5,411 

s!25 

$10,152 

2225 

36.90% 

53.30% 

!uQ% 
100.00% 

m 
$4,085 

$z6h5 

$9,750 

1996 
41.90% 

58.10% 

100.00% 

M 

$4,367 

&42Q 

$9,387 

M 

46.52% 

53.48% 

100.00% 

d9es 

$755 

$9,397 

lpes 

8.03% 

91.97% 

100.00% 

TELEPHONE OPERATIONS 

19e6 

$4,060 

$5,375 

323.34 

$10,269 

rn 
39.54% 

52.34% 

u22 

100.00% 

J.Bz 

$4,400 

$5,019 

$492 

$9,916 

rn 
44.37% 

50.62% 

100.00% 

lpeg 

$4,463 

$5,154 

m 
$10,406 

19ps 

42.89% 

49.53% 

100.00% 

deee 

$1,255 

$10.189 

$1 1,444 

leee 

10.97% 

89.03% 

100.00% 

leee 

$4,720 

$5,408 

S.Lti84 

$11,812 

dpee 

39.96% 

45.78% 

14.26% 

100.00% 

5-YEAR 
AVERAGE 

$2,827 

$zp41 

$9,869 

5-YEAR 
AVERAGE 

29.33% 

70.67% 

100.00% 

5-YEAR 
AVERAGE 

$4,278 

$5,273 

$phi! 

$10,511 

5-YEAR 
AVERAGE 

40.73% 

50.3 1 % 

&!i!S 

100.00% 

Data from US WEST 1998 Investor Handbook and 1/26/00 S.E.C. Form 8-K. 
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US WEST COMMUNICATIONS 

CAPITAL STRUCTURE OF TELECOMMUNICATIONS HOLDING COMPANIES 

COMPANY 
COMMON PREFTRRED LONG-TERM SHORT-TERM 
EOUIm STOCK DEBT DEBT 

1 BellAtlantic 43.23% 0.00% 47.78% 8.99% 

2 Bell South 46.90% 0.00% 27.78% 25.32% 

3 GTECorp. 31.53% 0.00% 40.62% 27.85% 

4 SBC Corp. 54.99% 2.06% 36.01% 6.94% 

5 US WEST 8.79% 0.00% 71.10% 20.11% 

AVERAGE 37.09% 0.41 % 44.66 % 17.84% 

AVERAGE W/O USW 44.16% 0.52% 38.05 % 17.28% 

Data from Value Line Ratings & Reports, April 7,2000. 
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US WEST COMMUNICATIONS 

RATEMAKING CAPITAL STRUCTURE 

TYPE OF PERCENT COST WT. AVG. 
CAPITAL AMOUNT OFTOTAL RATF3 COST RATE 

Common Equity $1,015,260 52.43% 

Total Debt $920.981 47.57% 7.39% 3.52% 

TOTALS $1,936,241 100.00% 

f Cost rates from USW Exhibit PCC-02 (May 3,2000). 
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US WEST COMMUNICATIONS 

ARIZONA JURISDICTIONAL REVENUES 

LOCAL SERVICE REVENUES 
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Data !%om Company response to SGHO 1 - 1 1. 
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US WEST COMMUNICATIONS 
ARIZONA JURISDICTIONAL NET INCOME 
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Data from Company response to SGHO1-11. 
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US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 
TELECOMMUNICATIONS COMPANIES 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE 
BEL RATIO RETURN 11 ,I ($/SHARE) (MILLIONS) GROWTH 
1995 0.2784 25.4% 7.07% 7.63 875.53 
1996 0.2778 
1997 0.3992 
1998 0.4338 
1999 0.4884 

2000 0.5224 
2001 0.5452 

2003-2005 0.6206 

AVERAGE GROWTH 

23.4% 6.50% 
29 .o% 11 .58% 
32.5% 14.10% 
30.5% 14.90% 

10.83% 
29.0% 15.15% 
29.0% 15.81% 
26.0% 16.14% 

8.48 875.63 
8.24 1553.00 

1553.30 8.39 
m 1553.00 

-2.50% 15.41% 
1540.00 -0.84% 
1525.00 -0.91% 

13.00% 1495.00 -0.76% 

COMPANY INTERNAL GROWTH E X " A L  GROWTH 

RETENTION 
BLS RATIO 
1995 0.3661 
1996 0.433 1 
1997 0.4894 
1998 0.5576 
1999 0.6200 

2Ooo 0.6545 
2001 0.6800 

2003-2005 0.7634 

AVERAGE GROWTH 

EQUITY 
RETURN 

18.8% 
19.0% 
18.4% 
20.2% 
25.8% 

26.0% 
26.0% 
26.0% 

BOOKVALUE SHARESOUTST SHARE 
($/SHARE) I, *t 

6.88% 5.95 
8.23% 6.68 
9 . w o  7.64 
11.26% 8.26 
&QQ% la 
10.27% 2.wo 
17.02% 
17.68% 
19.85% 9.50% 

(MILLIONS) GROWTH 
1988.00 
1982.00 
1984.00 
1950.00 
188300 

-1.35% 
1883.00 0.00% 
1883.00 0.00% 
1883 .OO 0.00% 

COMPANY INTERNAL GR0WIT-I EXTERNAL GROWTH 

RETENTION EQUlTY BOOKVALUE SHARES OUTST SHARE 
GTE RATIO RETURN ($/SHARE) (MILLIONS) GROWTH 
1995 0.2797 36.8% 10.29% 7.05 975.06 

I, ,I 

19% 0.3472 
1997 0.3793 
1998 0.3876 
1999 0.4613 

2000 0.5117 
2001 0.5586 

2003-2005 0.6746 

AVERAGE GROWTH 

38.0% 13.19% 
34.8% 13.2wo 
28.4% 11.01% 
31.5% J4.53R 

12.45% 
30.5% 15.61% 
28.5% 15.92% 
23.5% 15.85% 

7.62 963.10 
8.39 958.00 
9.06 968.00 
u w 
-5.m0 -0.03% 

975.00 0.10% 
975.00 0.05% 

17.00% 975.00 0.02% 
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US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 
TELECOMMUNICATIONS COMPANIES 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION 
SBC RATIO 
1995 0.4645 
19% 0.5029 
1997 0.5 109 
1998 0.5481 
1999 0.5488 

2000 0.5739 
2001 0.6077 

2003-2005 0.6595 

AVERAGE GROWTH 

EQUITY 
RETURN ,I 11 

30.2% 14.03% 
30.7% 15.44% 
34.0% 17.37% 
32.2% 17.65% 
27.8% u.26% 

15.95% 
25.5% 14.63% 
24.5% 14.89% 
21.5% 14.18% 

BOOK VALUE SHARES OUTST SHARE 
($/SHARE) (MILLIONS) GROWTH 

5.13 121 8.70 
5.70 1199.70 
5.38 1837.30 
6.52 1959.30 
m 3395.40 
-1.00% 29.20% 

3400.00 0.14% 
3400.00 0.07% 

17.50% 3400.00 0.03% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY 
usw RATIO RETURN 
1995 0.0894 31 3% 2.84% 
1996 0.1230 29.7% 3.65% 
1997 0.1673 25 .O% 4.18% 
1998 0.2914 NMF NMF 
1999 0.3456 NMF mi? 

AVERAGE GROWTH 3.56% 
2000 0.3706 NMF NMF 
2001 0.4137 NMF NMF 

2003-2005 0.6492 41.070 26.62% 

t1 (9  

Data from Value Line, Ratings & Reports, April 7,2000. 

BOOK VALUE SHARES OUTST SHARE 
($/SHARE) (MILLIONS) GROWTH 

7.34 473.64 
8.15 480.46 
8.66 485.06 
1.50 502.90 
u!? 505.70 

506.00 
507.00 

23.5wo 510.00 

1.65% 
0.06% 
0.13% 
0.17% 
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US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

INSURANCE COMPANIES 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY BOOKVALUE SHARESOUTST SHARE 
BKLY RATIO RETURN ($/SHARE) (MILLIONS) GROWTH I, I, 

1995 0.8325 06.5% 5.41% 23 SO 30.25 
1996 0.8633 10.3% 8.89% 25.13 29.45 
1997 0.8467 10.5% 8.89% 28.72 29.57 
1998 0.7330 06.8% 4.98% 28.79 26.50 
1999 1.5714 NMF w 221p 25a 

2000 0.5840 04.5% 2.63% 24.75 
2001 0.6267 05.5% 3.45% 24.00 

2003-2005 0.7778 08.5% 6.61% 2.00% 24.00 

AVERAGE GROWTH 7.04% 9.00% -4.09% 
-3.32% 
-0.50% 
-1.28% 

COMPANY INTERNAL GROWTH E X " A L ,  GROWTH 

RETENTION 
CB RATIO 
1995 0.7506 
1996 0.6087 
1997 0.7358 
1998 0.7041 
1999 0.6339 

2000 0.6267 
2001 0.5944 

2003-2005 0.68 1 8 

AVERAGE GROWTH 

EQUITY BOOK VALUE SHARES OUTST SHARE 
RETURN 11 *1 ($/SHARE) (MILLIONS) GROWTH 

13.2% 9.91% 30.17 174.42 
08.9% 5.42% 31.24 174.86 
13.6% 10.01% 33.64 168.72 
12.5% 8.8Wo 34.78 162.27 
09.9% 353 m21 

10.0% 6.27% 170.00 -3.52% 
09.0% 5.35% 170.00 -1.78% 
10.0% 6.82% 9.00% 160.00 -1.91% 

8.08% 8.50% 0.26% 

COMPANY I " A L  GROWTH EXTERNAL, GROWTH 

RETENTION 
CINF RATIO 
1995 0.6767 
1996 0.6260 
1997 0.6893 
1998 0.5960 
1999 0.5526 

2000 0.5778 
2001 0.5579 

2003-2005 0.5789 

AVERAGE GROWTH 

EQUITY 
RETURN 

08.5% 
07.0% 
06.3% 
04.3% 
04.7% 

04.5% 
05 .o% 
07.0% 

$1 I, 

5.75% 
4.38% 
4.34% 
2.56% 
2&% 
3.93% 
2.60% 
2.79% 
4.05% 

BOOKVALUE SHARESOUTST SHARE 
($/SHARE) (MILLIONS) GROWTH 

15.91 167.13 
19.02 166.91 
28.30 166.69 
33.72 168.68 
E M  1aq2 

21.5wo 
158.50 
155.00 

15.00% 150.00 

-0.77% 
-2.17% 
-2.19% 
-1.53% 
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US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

INSURANCE COMPANIES 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION 
OCAS RATIO 
1995 0.4328 
1996 0.4203 
1997 0.5602 
1998 0.3623 
1999 0.4682 

AVERAGE GROWTH 
2000 -0.3143 
2001 0.0800 

2003-2005 0.5840 

11 I, RETURN 
08.6% 3.72% 
08.3% 3.49% 
09.9% 5.55% 
07.0% 2.54% 
09.2% u 

3.92% 
04.0% -1.26% 
05.5% 0.44% 
11.5% 6.72% 

BOOKVALUE SHARESOUTST SHARE 
($/SHARE) (MILLIONS) GROWTH 

15.69 70.79 
16.72 70.28 
19.55 67.24 
21.12 62.54 
u f&m 

1 1 .oo% 
60.00 
60.00 

150% 60.00 

-4.02% 
-0.13% 
-0.07% 
-0.03% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION E Q U m  BOOKVALUE SHAREBOUTST SHARE 
SAFC RATIO RETURN (1 *I ($/SHARE) (MILLIONS) GROWTH 
1995 0.6782 1o.wo 6.78% 31.61 125.98 
1996 0.6810 
1997 0.6639 
1998 0.4683 
1999 0.2356 

2000 O.oo00 
2001 0.2300 

2003-2005 0.4776 

AVERAGE GROWTH 

10.7% 7.29% 
07.6% 5.05% 
05.5% 2.58% 
05.4% 

4.59% 
05 .o% 0.00% 
05 .o% 1.15% 
08.5% 4.06% 

32.58 126.31 
44.63 141.20 
40.9 136.30 
32s .KuQ 

127.00 
125.00 

4.50% 120.00 

15.00% 0.57% 
-1.47% 
-1.52% 
-1.42% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE 
SPC RATIO RETURN ($/SHARE) (MILLIONS) GROWTH 
1995 0.7218 14.0% 10.11% 22.1 1 168.18 

M I t  

1996 0.7115 
1997 0.7572 
1998 0.5619 
1999 0.6916 

2000 0.6109 
2001 0.6300 

2003-2005 0.6925 

AVERAGE GROWTH 

13.9% 9.89% 
16.7% 12.64% 
06.8% 3.82% 
11.5% 2%2z& 

8.88% 
09.0% 5.50% 
09.0% 5.67% 
10.5% 7.27% 

23.97 166.40 
27.53 167.46 
30.48 233.75 
2&4H 2UB 
12.50% 

220.00 
215.00 

5.00% 205.00 

7.52% 
-2.14% 
-2.20% 
-1.83% 
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US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

INSURANCE COMPANIES 

EXTERNAL GROWTH COMPANY INTERNAL GROWTH 

RETENTION 
SIGI RATIO 
1995 0.6906 
1996 0.6989 
1997 0.7533 
1998 0.6782 
1999 0.6828 

2000 0.6250 
2001 0.6343 

2003-2005 0.7382 

AVERAGE GROWTH 

EQUITY 
RETURN $ 3  I! 

12.1% 8.36% 
11.7% 8.18% 
12.3% 9.27% 
08.8% 5.97% 
09.4% a 

7.64% 
07.5% 4.69% 
O8.Wo 5.07% 
1o.wo 7.38% 

BOOKVALUE SHARESOUTST SHARE 
($/SHARE) (MILLIONS) GROWTH 

15.15 28.83 
16.31 29.09 
19.16 29.51 
21.30 28.52 
2 u i  z56 

11 .00% 
26.00 
26 .00 

6.50% 26 .OO 

-2.03% 
-2.11% 
-1.06% 
-0.43% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION 
TRH RATIO 
1995 0.9269 
1996 0.9287 
1997 0.9274 
1998 0.9399 
1999 0.9148 

2Ooo 0.9113 
2001 0.9083 

2003-2005 0.921 1 

AVERAGE GROWTH 

I, 11 

E Q W  
RETURN 

13.3% 12.33% 
13.6% 12.63% 
13.7% 12.71% 
15.4% 14.47% 
11.6% J0.61% 

12.55% 
11 .o% 10.02% 
11 .wo 9.99% 
12.0% 11.05% 

BOOK VALUE SHARES OUTST SHARE 
($/SHARE) (-IONS) GROWTH 

28.72 34.42 
32.95 34.52 
38.36 35.36 
46.45 34.67 
47.3 34.80 

17.50% 
34.80 
34.80 

14.00% 35.00 

0.27% 
0.00% 
0.00% 
0.1 1% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION 
AIG RATIO 
1995 0.9365 
1996 0.9384 
1997 0.9408 
1998 0.9372 
1999 0.9404 

' 2000 0.9388 
2001 0.9404 

2003-2005 0.9375 

AVERAGE GROWTH 

EQUrrY 
RETURN 1, I, 

12.4% 11.61% 
12.9% 12.10% 
13.7% 12.89% 
13.7% 12.84% 
14.7% 13.82% 

12.65% 
15.3% 14.36% 
15.5% 14.58% 
14.5% 13.59% 

BOOK VALUE SHARES OUTST SHARE 
($/SHARE) (MILLIONS) GROWTH 

9.91 2000.50 
11.13 1980.50 
12.2 1967.40 
13.78 1968.20 
kw 2323.70 
13.00% 3.82% 

2325.00 0.06% 
2325.00 0.03% 

12.00% 2400.00 0.65% 



ExhibitJSGH- 1) 
Schedule 4 
Page 6 of 9 

US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

INSURANCE COMPANIES 

COMPANY INTERNAL GROWTH 

RETENTION EQUITY BOOK VALUE 
($/SHARE) tt 11 UNIT RATIO RETURN 

1995 0.4652 09.9% 4.61% 19.80 
1996 0.3750 
1997 0.4059 
1998 0.3367 
1999 0.2784 

2000 0.1 176 
2001 0.2889 

2003-2005 0.3333 

AVERAGE GROWTH 

09.0% 3.38% 19.82 
09.9% 4.02% 20.39 
08.4% 2.83% 23.99 
08.5% 2L.B 

3.44% 3.50% 
07.5% 0.88% 
09.5% 2.74% 
1 1 .O% 3.67% 3.mo 

Data from Value Line Ratings & Reports, March 31 and June 2,2000. 

EXTERNAL GROWTH 

SHARESOUTST SHARE 
(MILLIONS) GROWTH 

76.98 
74.68 
75.17 
75.98 
rn 
69 .00 
68.00 
66.00 

-2.00% 
-2.80% 
-2.13% 
-1.45% 
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I 
I 
I 
I 

US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

GAS DISTRIBUTION COMPANIES 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

I 
I 
E 
I 
1 
I 
I 
1 
1 
I 
I 
I 
I 
I 

RETENTION 
ATG RATIO 
1994 0.2180 
1995 0.2263 
1996 0.21 17 
1997 0.2340 
1998 -0.1868 

1999 0.0609 
2000 0.1360 

2002-2004 0.3030 

AVERAGE GROWTH 

BOOKVALUE SHARESOUTST SHARE 
I, 11 ($/SHARE) (MILLIONS) GROWTH 

E Q W  
RETURN 
12.5% 2.73% 10.12 55.02 
12.1% 2.74% 10.56 55.70 
11.3% 2.39% 10.99 56.60 
11.3% 2.64% 11.42 57.30 
07.9% -1.48% l l 3  5LU 

1.80% 2.50% 
10.0% 0.6 1 % 56.70 
10.5% 1.43% 56.70 
12.5% 3.79% 3.00% 57.00 

0.93% 
-0.70% 
-0.50% 
-0.04% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE 
AT0 RATIO RETURN ($/SHARE) (MLLLIONS) GROWTH 
1994 0.2459 11.9% 2.93% 10.2 15.52 

11 11 

1995 0.3642 13.9% 5.06% 
1996 0.2463 12.0% 2.96% 
1997 0.4239 14.9% 6.32% 
1998 -0.3580 06.6% -2.36% 

AVERAGE GROWTH 2.98% 
1999 -0.2667 07.5% -2.00% 
2000 0.3444 14.5% 4.99% 

2002-2004 0.4375 15.5% 6.78% 

10.75 16.02 ’ 
11.04 29.64 
12.21 30.40 
lzm Lz5 
4.50% 

32.00 
32.70 

4.50% 36.50 

19.12% 
2.40% 
2.29% 
3.15% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION 
CGC RATIO 
1994 -0.2000 
1995 -0.8462 
1996 -0.0323 
1997 -0.1429 
1998 0.2258 

1999 0.2615 
2000 0.3071 

2002-2004 0.4118 

AVERAGE GROWTH 

EQUITY BOOKVALUE SHARESOUTST SHARE 
($/SHARE) (MILLIONS) GROWTH It ” RETURN 

08.1% - 1.62% 9.76 9.14 
03.5% -2.96% 
09.1% -0.29% 
08.3% -1.19% 
12.0% U.l% 

-0.67% 
12.5% 3.27% 
13.0% 3.99% 
13.0% 5.35% 

10.09 10.79 
10.16 10.97 
10.07 1 1 .os 
Uu!5 UJE 
1 .oo% 

11.05 
11 .os 

4.00% 12.00 

4.86% 
0.00% 
0.00% 
1.66% 
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US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

GAS DISTRIBUTION COMPANIES 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION 
NJR RATIO 
1994 0.2124 
1995 0.2476 
1996 0.2793 
1997 0.296 1 
1998 0.3253 

1999 0.3509 
2000 0.3825 

2002-2004 0.4865 

AVERAGE GROWTH 

EQUITY 
RETURN 

13.1% 
13.5% 
14.3% 
14.4% 
14.8% 

15.0% 
15.5% 
16.0% 

I, I, 

2.78% 
3.34% 
3.99% 
4.26% 

3.84% 
5.26% 
5.93% 
7.78% 

BOOK VALUE SHARES OUTST SHARE 
($/SHARE) (MILLIONS) GROWTH 

14.55 17.79 
15.15 18.08 
15.57 17.88 
16.33 17.81 

2.5wo 
17.03 17.74 

17.50 
17.25 

6.00% 17.25 

-0.07% 
-1.35% 
- 1.39% 
-0.56% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE 
"G RATIO RETURN (1 9, ($ISHARE) (MILLIONS) GROWTH 

1994 0.2671 10.9% 2.9 1 % 14.55 22.24 
1995 0.3909 
1996 0.3 125 

1998 0.2765 

1999 0.3111 
2000 0.3421 

2002-2004 0.4348 

1997 -0.1961 

AVERAGE GROWTH 

12.7% 4.96% 
11 .wo 3.44% 
06.0% -1.18% 
1o.wo 22zz! 

2.58% 
1o.wo 3.11% 
10.0% 3.42% 
10.5% 4.57% 

15.37 22.56 
16.02 22.86 
16.59 24.85 
17.35 2425 
5 . w o  

25.25 
25.60 

4.50% 27.00 

2.92% 
1.20% 
1.29% 
1.59% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE 
PNY RATIO RETURN " $1 ($/SHARE) (MILLIONS) GROWTH 
1994 0.2483 11.4% 2.83% 12.31 28.84 
1995 0.3114 
1996 0.3459 
1997 0.3469 
1998 0.2688 

1999 0.3048 
2000 0.3333 

2002-2004 0.4036 

AVERAGE GROWTH 

12.6% 3.92% 
13.1% 4.53% 
13.2% 4.58% 
11.8% 

3.81% 
12.5% 3.81% 
12.5% 4.17% 
13 .O% 5.25% 

13.07 29.55 
13.9 30.19 
14.91 30.74 
15,zL 11;2p 
6.50% 

31 .SO 
31.75 

6.50% 33 .00 

2.07% 
0.64% 
0.72% 
1.06% 
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US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

GAS DISTRIBUTION COMPANIES 

COMPANY INTERNAL GROWTH EXTERN& GROWTH 

RETENTION 
SJI RATIO 
1994 0.1273 
1995 0.1529 
19% 0.1579 
1997 -0.1250 
1998 0.2836 

1999 0.3209 
2000 0.3422 

2002-2004 0.3846 

AVERAGE GROWTH 

EQUITY 
RETURN ,, " 

11.2% 1.43% 
10.6% 1.62% 
10.6% 1.67% 

11.5% 
1.39% 

11.5% 3.69% 
11.5% 3.94% 
11.5% 4.42% 

08.2% -1.03% 

BOOK VALUE SHARES OUTST SHARE 
($/SHARE) (MILLIONS) GROWTH 
14.67 10.72 
16.06 10.76 
16.11 10.77 
15.7 10.78 
az u 

11.55 
12.00 

4.0090 13.00 

3.00% 1.10% 
3.13% 
3.51% 
3.03% 

Data from Value Line Ratings & Reports, March 24,2000. 



I 
I 

COMPANY h 

BEL 10.50% 

BLS 10.50% 

GTE 11 25% 

SBC 11 .00% 

usw 8.25% 

US WEST COMMUNICATIONS 

DCF GROWTH RATES 
TELECOMMUNICATIONS COMPANIES 

- + -0.25% ( 4.31 - 1) - 
+ -0.25% ( 4.89 - 1) - 

+ 0.00% ( 4.19 - 1) - 

+ 0.00% ( 4.05 - 1) - 
i 0.00% ( 13.56 - 1) - 

- 

- 

- 
- 

Average Market-to-Book Ratiot = 4.36 

BEL = BellAtlantic 
BLS = BellSouth 
GTE = GTECOI~. 
SBC = SBC Comm~ni~ation~ I ~ c .  
USW = US WEST, Inc 

t excludes consideration of USWs market-to-book ratio 
g*= expected growth in number of shares outstanding 

ExhibitJSGH- 1) 
Schedule 5 
Page 1 of 6 

P 

10.09% 

10.01% 

11.25% 

11 .00% 

8.25% 



COMPANY 

BEL 

BLS 

GTE 

SBC 

usw 

AVERAGES 

Exhibit-( SGH- 1) 
Schedule 5 
Page 2 of 6 

US WEST COMMUNICATIONS 

GROWTH RATE COMPARISON 
TELECOMMUNICATIONS COMPANIES 

Analysts' 
Value Line Projected Analysts' Value Line Historic & VL 5-yr Compound Hist. 

E E s B E s m E s  br +sv 

10.09% 

10.01% 

1125% 

11 .00% 

8.25% 

10.12% 

E E s B F l s s v p s  
11.00% 3.00% 13.00% 

13.00% 2.50% 9.50% 

11.50% 0.50% 17.00% 

11.50% 5.50% 17.50% 

13.00% 23.50% 

12.00% 2.30% 16.10% 

10.13% 

Ees 
11.39% 

11.38% 

11 90% 

12.99% 

10.96% 

E g s B E s B l v g s  

7.50% 2.50% -250% 

1150% 1.00% 2.00% 

6.50% 1.00% -5.00% 

1050% 4.00% -1.00% 

- - - 
9.00% 2.13% -1.63% 

3.17% 

AVGS 
6.56% 

7.27% 

6.20% 

8.71% 

1091% 

7.93% 

1154% 2.71% 7.59% 

14.46% 1.37% 7.39% 

8.08% 0.00% 12.76% 

8.21% 3.38% 12.51% 

7.67% o.oo% -12.57% 

9.99% 1.49% 5.54% 

5.67% 



1 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

COMPANY 

BKLY 

CB 

CINF 

OCAS 

SAFC 

SPC 

SIGI 

TRH 

AIG 

UNIT 

hs 

7.00% 

8.00% 

10.75% 

7.75% 

9.00% 

8.25% 

8.25% 

10.75% 

13.00% 

7.75% 

Exhibit-(SGH-1) 
Schedule 5 
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US WEST COMMUNICATIONS 

DCF GROWTH RATES 
INSURANCE COMPANIES 

+ -1.50% ( 0.88 - 1) 

+ -0.25% ( 1.73 - 1) 

+ -1.00% ( 1.12 - 1) 

+ -0.25% ( 0.71 - 1) 

+ -0.25% ( 0.68 - 1) 

+ 0.00% ( 1.21 - 1) 

+ -0.75% ( 0.86 - 1) 

+ 0.15% ( 1.60 - 1) 

+ 0.50% ( 7.22 - 1) 

+ -1.50% ( 1.35 - 1) 

Average Market-to-Book Ratio = 1.73 

BKLY 
CB 

CINF 
OCAS 
SAFC 
SPC 
SIGI 
TRH 
AIG 
UNIT 

I 
I 
1 
1 

g*= expected growth in number of shares outstanding 

W. R. Berkley Corp. 
Chubb Corporation 
Cincinnati Financial Corp. 

SAFECO Corporation 
St. Paul Companies, Inc. 
Selective Insurance Group, Inc. 
Transatlantic Holdings Inc. 
h e r  International Group, Inc. 
Unitrin 

Ohio casualty Corp. 

7.18% 

7.82% 

10.63% 

7.82% 

9.08% 

8.25% 

8.35% 

10.84% 

16.11% 

7.23% 
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1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
' I  
, I  

R 

5xmEANx 
BKLY 

CB 

CINF 

OCAS 

SAFC 

SPC 

SIGI 

TRH 

AIG 

UNIT 

AVERAGES 

US WEST COMMUNICATIONS 

GROWTH RATE COMPARISON 
INSURANCE COMPANIES 

Analyst's 
Value Line Projected Analyst's Value Line Historic & VL 5-yr Compound Hist. 

7.18% 

7.82% 

10.63% 

7.82% 

9.08% 

8.25% 

8.35% 

10.84% 

16.11% 

a 

9.33% 

Em 
2.00% 

6.50% 

11 S O %  

7 .00% 

7.00% 

4.00% 

5.00% 

9.00% 

13.00% 

105Q% 
7.55% 

BES 
5.50% 

7.00% 

10.50% 

3.00% 

12.50% 

4.00% 

3.50% 

12.00% 

13.50% 

6.50% 
7.80% 

7.53% 

EYE 
2.00% 

9.00% 

15.00% 

1 SO% 

4.50% 

5 .00% 

6.50% 

14.00% 

12.00% 

z!Q% 
7.25% 

AEL 
14.00% 

11.78% 

10.00% 

10.00% 

9.38% 

10.07% 

9.00% 

9.00% 

14.30% 

- nla 

10.84% 

EEsmBxts 
5.50% 1150% 9.00% 

6.00% 8.00% 8.50% 

7.50% 12.50% 21.50% 

3.00% 4.50% 11.00% 

4.00% 9.00% 15.00% 

11.50% 7.00% 12.50% 

15.00% 0.50% 11.00% 

20.50% 1550% 1750% 

15.00% 1350% 13.00% 

8.50% 15.00% 3.50% 

9.65% 9.70% 12.25% 

1053% 

AVGS 
7.07% 

8.11% 

12.64% 

5.71% 

8.77% 

7.72% 

7 21 % 

13.93% 

13.47% 

LE%?. 

9.25% 

E a e s B E S I l l r B s  
-8.13% 1020% O.%% 

-0.93% 7.39% 4.78% 

6.24% 12.06% 17.51% 

-12.18% 3.90% 3.68% 

-13.90% 8.02% 1.20% 

-0.64% 6.26% 6.51% 

-2.44% 1.39% 7.75% 

8.47% 12.74% 13.42% 

1422% 13.40% 10.05% 

-1.89% 8.45% 4.01% 

-1.12% 8.38% 6.99% 

4.75% 



COMPAm 

ATG 

ATO 

CGC 

NJR 

NWNG 

PNY 

SJI 

3.75% 

5.50% 

4.00% 

6.50% 

4.50% 

5.25% 

4.50% 

ExhibitJSGH-1) 
Schedule 5 
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US WEST COMMUNICATIONS 

DCF GROWTH RATES 
GAS DISTRIBUTION COMPANIES 

+ 0.25% (( 1.39 + 1)/2-1) 
+ 2.50% (( 1.39 + 1)/2-1) 

+ 1.75% (( 1.64 + 1)/2-1) 

+ -0.25% (( 2.25 + 1)/2-1) 
+ 2.50% (( 1.19 + 1)/2-1) 

+ 1.50% (( 1.72 + 1)/2-1) 
+ 2.00% (( 1.44 + 1)/2-1) 

Average Market-@Book Ratio = 1.57 

A n ;  
ATO 
CGC 
NJR 

NWNG 
PNY 

SJI 
0.00% 

g*= expected growth in number of shares outstanding 

AGL Resources 
Ahnos Energy Corporation 
Cascade Natural Gas Corporation 
NUI Corp. 
New Jersey Resources Corp. 
Northwest Natural Gas Co. 
Piedmont Natual Gas Company 
South Jersey Industries, In6. 

3.80% 

5.99% 

4.56% 

6.34% 

4.74% 

5.79% 

4.94% 



I 
I 
I 
I 
I 

2.84% 

5.76% 

3.67% 

4.73% 

4.22% 

6.01% 

3.25% 

4.35% 

I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

-2.87% 0.76% 3.47% 

-5.90% 4.38% 3.13% 

1020% 0.00% 1.18% 

6.55% 2.50% 3.94% 

2.26% 1.00% 4.35% 

7.69% 6.02% 6.35% 

5.44% 0.28% 4.29% 

3.34% 2.13% 3.82% 

3.10% 

ExhibitJSGH- 1) 
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US WEST COMMUNICATIONS 

GROWTH RATE COMPARISON 
GAS DISTRIBUTION COMPANiES 

Analyst's 

ATG 

AT0 

CGC 

NJR 

"G 

PNY 

SJI 

AVERAGES 

3.80% 

5.99% 

4.56% 

6.34% 

4.74% 

5.79% 

4.94% 

5.17% 

5.00% 1.00% 3.00% 

1050% 4.00% 4.50% 

9.50% 0.50% 4.00% 

8.00% 2.50% 6.00% 

5.50% 1.00% 4.50% 

7.00% 4.50% 6.50% 

7.50% 1.50% 4.00% 

7.57% 2.14% 4.64% 

4.79% 

5.37% 

7.33% 

4.67% 

6.63% 

4.02% 

5.57% 

5.25% 

5.55% 

2.00% 1.00% 2.50% 

5.00% 4.50% 4.50% 

5.50% 0.50% 1.00% 

6.00% 1.50% 2.50% 

8.50% 1.00% 5.00% 

6.00% 6.00% 6.50% 

1.00% 0.50% 3.00% 

4.86% 2.14% 3.57% 

3.52% 

II 
I 
I 
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US WEST COMMUNICATIONS 

STOCK PRICE, DIVIDENDS, YIELDS 
TELECOMMUNICATIONS COMPANIES 

AVG. STOCK PRICE ANNUALIZED 

(PER SHARE) (PER SHARE) 
COMPANY 5/1/00-6/8/00 DIVIDEND 

BEL $53.66 * $1.70 

BLS $46.73 $0.76 

GTE $63.69 $1.88 

SBC $43.92 $1.02 

usw $73.23 $2.14 

AVEFUGE 

DIVIDEND 
YIELD 

3.16% 

1.63% 

2.95% 

2.3 1 % 

2.92% 

2.59% 

*Dividend increase expected in next quarter. Current dividend multiplied by (l+g), derived in Schedule 4. 



COMPANY 

BKLY 

CB 

CJNF 

OCAS 

SAFC 

SPC 

SIGI 

TRH 

AIG 

UNlT 
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US WEST COMMUNICATIONS 

STOCK PRICE, DIVIDENDS, YIELDS 
INSURANCE COMPANIES 

AVG. STOCK PRICE ANNUALEED 
$11 /OO-6/8/OQ DIVIDEND 
(PER SHARE) (PER SHARE) 

*Dividend increased by (l+g). 

$21.63 

$65.90 

$39.75 

$13.32 

$22.73 

$36.63 

$18.99 

$86.04 

$1 15.45 

$32.47 

$0.52 

$1.32 

$0.76 

$0.92 

* $1.55 

$1.08 

$0.60 

$0.50 

$0.14 

$1.50 

AVERAGE 

DIVIDEND 
YIELD 

2.40% 

2.00% 

1.91% 

6.91% 

6.81% 

2.95% 

3.16% 

0.58% 

0.12% 

4.62% 

3.15% 

6 
1 
c 
I 
1 
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COMPANY 

ATG 

AT0 

CGC 

NJR 

NWNG 

PNY 

SJ-I 
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US WEST COMMUNICATIONS 

STOCK PRICE, DIVIDENDS, YIELDS 
GAS DISTRIBUTION COMPANIES 

AVG. STOCK PRICE ANNUALIZED 

(PER SHARE) (PER SHARE) 
5/1/00-6/8/00 DIVIDEND 

$16.64 

$16.53 

$16.95 

$39.70 

$21.44 

$28.89 

$26.00 

$1.08 

$1.14 

$0.96 

$1.72 

$1.24 

$1.46 

$1.46 

AVERAGE 

DIVIDEND 
YlELD 

6.49% 

6.90% 

5.66% 

4.33% 

5.78% 

5.05% 

5.61% 

5.69 % 



COMPANY 

BEL 

BLS 

GTE 

SBC 

usw 
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US WEST COMMUNICATIONS 

DCF COST OF EQUITY CAPITAL 
TELECOMMUNICATIONS COMPANIES 

DIVIDEND YIELD GROWTH RATE DCF COST OF 
Schedule 6 Schedule 5 EOUITY C APITAL 

3.16% 

1.63% 

2.95% 

2.31% 

2.92% 

10.09% 

10.01% 

11.25% 

11 .oo% 
8.25% 

13.25% 

1 1.64% 

14.20% 

13.31% 

11.17% 

AVERAGE 12.71 % 

STANDARD DEVIATION 1.26% 



COMPANY 

BKLY 

CB 

CINF 

OCAS 

SAFC 

SPC 

SIGI 

TRH 

AIG 

UNIT 

US WEST COMMUNICATIONS 

DCF COST OF EQUJTY C A P l T U  
INSURANCE COMPANIES 

DIVIDEND YIELD GROWTH RATE 
Schedule 6 Schedule 5 

2.40% 

2.00% 

1.91% 

6.91% 

6.81% 

2.95% 

3.16% 

0.58% 

0.12% 

4.62% 

7.18% 

7.82% 

10.63% 

7.82% 

9.08% 

8.25% 

8.35% 

10.84% 

16.11% 

7.23% 

AVERAGE 

STANDARD DEVIATION 

Exhibit-( SGH- 1) 
Schedule 7 
Page 2 of 3 

DCF COST OF 
EOUITY C APITAL 

9.59% 

9.82% 

12.55% 

14.73% 

15.89% 

1 1.20% 

11.51% 

11.42% 

16.23% 

11.85% 

12.48% 

236% 



ExhibitJSGH- 1) 
Schedule 7 
Page 3 of 3 

US WEST COMMUNICATIONS 

DCF COST OF EQUITY CAPlTf i  
GAS DISTRIBUTION COMPANIES 

COMPANY 

ATG 

AT0 

CGC 

NJR 

"G 

PNY 

SJI 

DIVIDEND YIELD GROWTH RATE DCF COST OF 
EOUITY CAPITAL Schedule 6 Schedule 5 

6.49% 

6.90% 

5.66% 

4.33% 

5.78% 

5.05% 

5.61% 

3.80% 

5.99% 

4.56% 

6.34% 

4.74% 

5.79% 

4.94% 

10.29% 

12.88% 

10.22% 

10.68% 

10.52% 

10.85% 

10.55% 

AVERAGE 10.86 % 

STANDARD DEVIATION 0.92 % 
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US WEST COMMUNICATIONS 

CAPM COST OF EQUITY CAPITAL 
TELECOMMUNICATIONS COMPANIES 

k = rf + B (rm - rf) 

[a* = 6.05% 
[rm - rflf = 7.40% (geometric mean) 
[rm - rfJf = 9.40% (arithmetic mean) 

average beta = 0.81 

k = 6.05% + 0.81 (7.40%/9.40%) 
k = 6.05% + 5.99%/7.61% 
k = 12.04% / 13.66% 

Midpoint = 12.85% 

*Risk-free rate average of current T-BiU(5.92%) and T-Bill futures (6.17%) rates [5.92%+6.17%/2=6.05%]. 
T-Bill futures rate at December 2000, from Wall Street Journal, June 8,2000, p. C18. 
Current T-Bill yield, six-week average yield from Value Line Selection & Opinion (4/28/00-6/2/00) 
?Geometric and arithmetric market risk premiums from Ibbotson Associates 1999 SBBI Yearbook, p. 33. 
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US WEST COMMUNICATIONS 

CAPM COST OF EQWN CAPlTAL 
INSURANCE COMPANIES 

k = rf + B (rm- rf) 

[dJ* = 6.05% 
[rm - rfJ? = 7.40% (geometric mean) 
[rm - = 9.40% (arithmetic mean) 

averagebeta = 0.90 

k = 6.05% + 0.90 (7.40%/9.40%) 
k = 6.05% + 6.66%/8.46% 
k = 12.71% / 14.51% 

Midpoint = 13.61% 

*Risk-free rate average of current T-Bill(5.92%) and T-Bill futures (6.17%) rates [5.92%+6.17%/2=6.05%]. 
T-Bill futures rate at December 2000, from Wall Street Journal, June 8,2000, p. C18. 
Current T-Bill yield, six-week average yield from Value Line Selection & Opinion (4/28/00-6/2/00) 
?Geometric and aritbmetk market risk premiums from Ibbotson Associates 1999 SBBI Yearbook, p. 33. 
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US WEST COMMUNICATIONS 

CAPM COST OF EQUITY CAPITAL 
GAS DISTRIBUTION COMPANIES 

k = rf + B (rm - rf) 

[a* = 6.05% 
[rm - rfJt = 7.40% (geometric mean) 
[rm - rfJt = 9.40% (arithmetic mean) 

average beta = 0.57 

k = 6.05% + 0.57 (7.40%/9.40%) 
k = 6.05% + 4.23%/5.37% 
k = 10.28% / 11.42% 

Midpoint = 10.85% 

*Risk-free rate average of current T-Bill(5.92%) and T-Bill futures (6.17%) rates [5.92%+6.17%/2=6.05%]. 
T-Bill futures rate at December 2000, from Wall Street Journal, June 8,2000, p. C18. 
Current T-Bill yield, six-week average yield from Value Line Selection & Opinion (4/28/00-6/2/00) 
tGeometric and arithmetric market risk premiums from Ibbotson Associates 1999 SBBI Yearbook, p. 33. 
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US WEST COMMUNICATIONS 

PROOF 

If book value exceeds market price, 
the market-to-book ratio is less than 1.0, 

and the earnings-price ratio exceeds the cost of capital. 

MP = market price 
BV = book value 

i = cost of equity capital 
r =earnedreturn 
E = earnings 

E 
1. At MP = BV, i = r = ~ p  

2. E = rBV. 

E rBV 
3. Then,Mp = ~ p  . 

BV 
4. When BV > MP, i.e., ~p >1, then, 

E E rBV BV 
a. >r,sinceMp = ~ p  >r,becauseMp >1; 

BV E rBV BV 
b. i > r, since at ~p = 1, i = ~p = ~ p ,  but ifm > 1, then i > r; and 

E BV E rBV BV E 
M p  - M P  ,but i fMp > 1, thenMp >i ,  because, c. ~p > i, since a tMp = 1, i =- --- 

BV E E 
1) Mp > 1, through M P  decreasing, and, if so, Mp increases, therefore, > i, or 

BV E E 
2) ~p > 1, through BV increasing, and, if so, given E = rBV, ~p increases, therefore, ~p >i. 

E 
5. Ergo, ~p > i > r, the cost of capital exceeds the earned return. 
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Analyst's PROJ. 

(Per Share) 
COMPANY 2000EARNINGS 

BEL $3.30 

BLS $2.22 

GTE $3.83 

SBC $2.29 

usw $3.42 

Exhibit,( SGH- 1) 
Schedule 10 
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US WEST COMMUNICATIONS 

MODIFIED EARNINGS-PRICE RATIO ANALYSIS 
TELECOMMUNICATIONS COMPANIES 

MARKET 
PRICE 

(Per share) 

$53.66 

$46.73 

$63.69 

$43.92 

$73.23 

AVERAGE 

CURRENT M.E.P.R. 

AVERAGE 

PROJECTED M.E.P.R. 

EARNINGS- 
PRICE 
RATIO 

6.15% 

4.75% 

6.01% 

5.21% 

4.67% 

5.36% 

5.36% 

16.55% 

CURRENT PROJECTED 
R.O.E. R.O.E. 
2000 2003-2005 

29.00% 26.00% 

26.00% 26.00% 

30.50% 23.50% 

25.50% 21 .SO% 

NMF 41.00% 

27.75% 

27.60% 

16.48% 



Exhibit-( SGH- 1) 
Schedule 10 
Page 2 of 3 

US WEST COMMUNICATIONS 

MODIFIED EARNINGS-PRICE RATIO ANALYSIS 
INSURANCE COMPANIES 

Analyst's PROJ. 

(Per Share) 
COMPANY 2000 EARNINGS 

BKLY 

CB 

CINF 

OCAS 

SAFC 

SPC 

SIGI 

TRH 

AIG 

UNIT 

$1.21 

$4.02 

$1.65 

($0.33) 

$0.96 

$2.77 

$1.57 

$5.56 

$3.67 

$1.94 

MARKET 
PRICE 

(Per share) 

$21.63 

$65.90 

$39.75 

$13.32 

$22.73 

$36.63 

$18.99 

$86.04 

$115.45 

$32.47 

AVERAGE 

CURRENT M.E.P.R. 

AVERAGE 

PROJECTED M.E.P.R. 

EARNINGS- 
PRICE 
RATIO 

5.59% 

6.10% 

4.15% 

NMF 

4.22% 

7.56% 

8.27% 

6.46% 

3.18% 

5.97% 

5.72% 

5.72% 

CURRENT PROJECTED 
R.O.E. R.O.E. 
2000 2003-2005 

4.50% 

10.00% 

4.50% 

4.00% 

5 .00% 

9.00% 

7.50% 

11 .00% 

15.30% 

7.50% 

8.50% 

10.00% 

7.00% 

11.50% 

8.50% 

10.50% 

10.00% 

12.00% 

14.50% 

1 1 .00% 

7.83% 

6.78 % 

10.35% 

8.04% 
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US WEST COMMUNICATIONS 

MODIFIED EARNINGS-PRICE RATIO ANALYSIS 
GAS DISTRIBUTION COMPANIES 

Analyst's PROJ. 

(Per Share) 
COMPANY 2000 EARNINGS 

ATG $1.14 

AT0 $1.00 

CGC $1.34 

NJR $2.68 

NWNG $1.78 

PNY $2.11 

SJ-I $2.08 

MARKET 
PRICE 

(Per share) 

$16.64 

$16.53 

$16.95 

$39.70 

$21.44 

$28.89 

$26.00 

AVERAGE 

CURRENT M.E.P.R. 

AVEIUGE 

PROJECTED M.E.P.R. 

EARNINGS- 
PRICE 
RATIQ 

6.85% 

6.05% 

7.91% 

6.75% 

8.30% 

7.30% 

8.00% 

7.31% 

7.31% 

930% 

CURRENT PROJECTED 
R.O.E, R.O.E. 
2000 2003-2005 

10.00% 12.50% 

7.50% 15 SO% 

12.50% 1 3 -00% 

15.00% 16.00% 

10.00% 10.50% 

12.50% 13 .00% 

1 1 SO% 11 SO% 

11.29% 

13.14% 

1033% 
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US WEST COMMUNICATIONS 

MARKET-TO-BOOK RATIO ANALYSIS 
TELECOMMUNICATIONS COMPANIES 

k = R.O.E.(l-b)/(MIB) + g 
[2@301 

COMPANY 

BEL 

BLS 

GTE 

SBC 

usw 

- k= 29.0% (1- 0.5224 )/ 4.31 + 10.09% - 

k= 26.0% (1- 0.6545 )/ 4.89 + 10.01% - 

k= 30.5% (1- 0.5117 )/ 4.19 + 11.25% - 
k= 25.5% (1- 0.5739 )/ 4.05 + 11.00% - 
k= NMF (1- -0.3706 )/ 13.56 + 8.25% - 

- 
- 
- 
- 

MARKET-TO-BOOK 
COST OF EOUITY 

13.30% 

11.85% 

14.80% 

13.68% 

NMF 

13.41 % AVERAGE 

STANDARD DEVIATION 1.22% 

Note: Equity returns and retention ratios based on Value Line current year projections. 
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US WEST COMMUNICATIONS 

MARKET-TO-BOOK RATIO ANALYSIS 
TELECOMMUNICATIONS COMPANIES 

k = R.O.E.( l-b)/(M/B) + g 
[2003-20051 

COMPANY 

BEL 

BLS 

GTE 

SBC 

usw 

- k= 26.0% (1- 0.6206 )/ 4.31 + 10.09% - 
k= 26.0% (1- 0.7634 )/ 4.89 + 10.01% - 
k= 23.5% (1- 0.6746 )/ 4.19 + 11.25% - 
k= 21.5% (1- 0.6595 )/ 4.05 + 11.00% - 
k= 41.0% (1- 0.6492 )/ 13.56 + 8.25% - 

- 
- 
- 

- 

MARKET-TO-BOOK 
COST OF EOUITY 

12.38% 

11.27% 

13.08% 

12.81% 

9.31% 

AVERAGE 11.77% 

STANDARD DEVIATION 0.80 % 

Note: Equity returns and retention ratios based on Value Line three- to five-year projections. 



US WEST COMMUNICATIONS 

MARKET-TO-BOOK RATIO ANALYSIS 
INSURANCE COMPANIES 

k = R.O.E.(l-b)/(M/B) + g 
P0001 

COMPANY 

BKLY 

CB 

CINF 

OCAS 

SAFC 

SPC 

SIGI 

TRH 

AIG 

UNIT 

k= 04.5% (1- 0.5840 )/ 0.88 + 7.18% 

k= 10.0% (1- 0.6267 )/ 1.73 + 7.82% 

k= 04.5% (1- 0.5778 )/ 1.12 + 10.63% 

k= 04.0% (1- -0.3143 )/ 0.71 + 7.82% 

k= 05.0% (1- O.oo00 )/ 0.68 + 9.08% . 

k= 09.0% (1- 0.6109 )/ 1.21 + 8.25% 

k= 07.5% (1- 0.6250 )/ 0.86 + 8.35% 

k= 11.0% (1- 0.9113 )/ 1.60 + 10.84% 

k= 15.3% (1- 0.9388 )/ 7.22 + 16.11% 

k= 07.5% (1- 0.1176 )/ 1.35 + 7.23% 

Exhibit-( SGH- 1) 
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AVERAGE 

STANDARD DEVIATION 

Note: Equity returns and retention ratios based on Value Line current year projections. 

M ARKET-TO-B OOK 
COST OF EOUITY 

9.32% 

9.98% 

12.34% 

15.24% 

16.46% 

11.15% 

11.61% 

11.45% 

16.24% 

12.14% 

12.59% 

2.53 % 
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US WEST COMMUNICATIONS 

MARKET-TO-BOOK RATIO ANALYSIS 
INSURANCE COMPANIES 

k = R.O.E.( l-b)/(M/B) + g 
[2003-20051 

COMPANY 

BKLY 

CB 

CINF 

OCAS 

SAFC 

SPC 

SIGI 

TRH 

AlG 

UNIT 

k= 08.5% (1- 0.7778 )/ 0.88 + 7.18% 

k= 10.0% (1- 0.6818 )/ 1.73 + 7.82% 

k= 07.0% (1- 0.5789 )/ 1.12 + 10.63% 

k= 11.5% (1- 0.5840 )/ 0.71 + 7.82% 

k= 08.5% (1- 0.4776 )/ 0.68 + 9.08% 

k= 10.5% (1- 0.6925 )/ 1.21 + 8.25% 

k= 10.0% (1- 0.7382 )/ 0.86 + 8.35% 

k= 12.0% (1- 0.9211 )/ 1.60 + 10.84% 

k= 14.5% (1- 0.9375 )/ 7.22 + 16.11% 

k= 11.0% (1- 0.3333 )/ 1.35 + 7.23% 
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MARKET-TO-BOOK 
COST OF EOUITY 

9.34% 

9.66% 

13.28% 

14.57% 

15.63% 

10.92% 

11.39% 

11.43% 

- - 16.23% 

12.67% - - 

AVERAGE 12.51 % 

STANDARD DEVIATION 2.40 % 

Note: Equity returns and retention ratios based on Value Line three- to five-year projections. 
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US WEST COMMUNICATIONS 

MARKET-TO-BOOK RATIO ANALYSE 
GAS DISTRIBUTION COMPANIES 

k = R.O.E.(l-b)/(MIB) + g 

COMPANY 

ATG 

AT0 

CGC 

NJR 

"G 

PNY 

SJI 

- k= 10.0% (1- 0.0609 )/ 1.39 + 3.80% - 
k= 07.5% (1- -0.2667 )/ 1.39 + 5.99% - 
k= 12.5% (1- 0.2615 )/ 1.64 + 4.56% - 
k= 15.0% (1- 0.3509 )/ 2.25 + 6.34% - 
k= 10.0% (1- 0.3111 )/ 1.19 + 4.74% - 
k= 12.5% (1- 0.3048 )/ 1.72 + 5.79% - 
k= 11.5% (1- 0.3209 )/ 1.44 + 4.94% - 

- 
- 
- 
- 
- 

- 

MARKET-TO-BOOK 
COST OF EOUITY 

10.57% 

12.83% 

10.19% 

10.67% 

10.52% 

10.83% 

10.37% 

AVERAGE 10.86% 

STANDARD DEVIATION 0.89% 

Note: Equity returns and retention ratios based on Value Line current year projections. 
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COMPANY 

ATG 

AT0 

CGC 

NJR 

"G 

PNY 

SJI 
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US WEST COMMUNICATIONS 

MARKET-TO-BOOK RATIO ANALYSIS 
GAS DISTRIBUTION COMPANIES 

k = R.O.E.( l-b)/(M/B) + g 
[2003-20051 MARKET-TO-BOOK 

COST OF EOUITY 

- 10.08% 

k= 15.5% (1- 0.4375 )/ 1.39 + 5.99% - - 12.26% 

k= 13.0% (1- 0.4118 )/ 1.64 + 4.56% - - 9.23% 

k= 12.5% (1- 0.3030 )/ 1.39 + 3.80% - 

k= 16.0% (1- 0.4865 )/ 2.25 + 6.34% - - 10.00% 

k= 10.5% (1- 0.4348 )/ 1.19 + 4.74% - - 9.72% 

k= 13.0% (1- 0.4036 )/ 1.72 + 5.79% - - 10.29% 

9.86% - k= 11.5% (1- 0.3846 )/ 1.44 + 4.94% - 

AVERAGE 10.21 % 

STANDARD DEVIATION 0.97 % 

Note: Equity returns and retention ratios based on Value Line three- to five-year projections. 
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US WEST COMMUNICATIONS 

OVERALL COST OF CAPITAL 

TYPE OF PERCENT COST WT. AVG. 
s2iaUL OF TOTAL, RATE COSTRATE 

Common Equity 52.43% 11.75% 6.16% 

Total Debt 47.57% 7.39% 3.52% 

TOTALS 100.00% 9.68% 

PRE-TAX INTEREST COVERAGE = 3.92~ 

*Assumming the Company experiences a 40% Federal and State income 
tax rate, prospectively, the pre-tax overall return would be 13.78% [9.68% - 
3.52% = 6.16%/(1-40%) = 10.527%% + 3.52%]. That pre-tax overall return 
(13.78%), divided by the weighted cost of debt (3.52%), indicates a pre-tax 
interest coverage level of 3.92 times. 
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Image Advertising, Olympic/Sports Sponsorship 

FAS87 Pension Asset 

3 

6 

11 

29 

32 

39 

58 

67 

70 

75 

77 

98 

100 

101 

1 04 

116 

NIA 

NIA 

NIA 

c-10 

c-11 

c-12 

C-13, B-2 

C-14 

C-15, B-5 

C-16 

C-17 

C-18, B-7 

C-24 

C-25, C-26 

C-27 
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BEFORE THE 
ARIZONA CORPORATION COMMISSION, 

PREPARED TESTIMONY OF 
STEVEN C. CARVER 

US WEST COMMUNICATIONS, INC. 
DOCKET NO. T-1051B-99-105 

Please state your name and business address. 

My name is Steven C. Carver. My business address is 740 North Blue Parkway, Suite 204, 

Lee’s Summit, Missouri 64086. 

What is your present occupation? 

I am aprincipal in the firm of Utilitech, Inc., which specializes in providing consulting services 

for clients who actively participate in the process surrounding the regulation of public utility 

companies. Our work includes the review of utility rate applications as well as the 

performance of special investigations and analyses related to utility operations and ratemaking 

issues. 

On whose behalf are you appearing in this proceeding? 

Utilitech was retained by the Staff of the Arizona Corporation Commission (hereinafter “Staff’ 

or “ACC Staff’) to review the rate filing of US West Communications, Inc. (“USWC” or 

“Company”) in Docket No. T-1051B-99-105 and to file testimony with this Commission 

respecting the results of our review. U S WEST and Qwest Communications (“Qwest”) 

recently consummated a merger of the two companies. Although Qwest is the surviving 

corporation, the pending docket was filed and has, by and large, been processed prior to 

completion of the merger. For reference purposes, my testimony will continue to address the 

Company as USWC or U S WEST, rather than Qwest. 

Please summarize the purpose and content of your testimony in this Docket. 

Generally, my responsibilities in this docket included the review and evaluation of various 

elements of operating income and rate base included within USWC’s overall revenue 
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requirement recommendation. As a result, I sponsor and address in testimony various rate base 

and operating income adjustments proposed by the ACC Staff. The ratemaking adjustments 

which I do not sponsor are addressed by ACC Staff witness Michael L. Brosch. Other ACC 

Staff witnesses filing testimony in this proceeding include Mr. Stephen G. Hill, who provides 

recommendations concerning the appropriate capital structure and cost rates that should be 

employed for intrastate ratemaking purposes, and Mr. William Dunkel on the areas of rate 

design, capital recovery and fair value. The revenue requirement effect of the various StafT 

adjustments and recommendations are reflected in the ACC Staff Accounting Schedules, 

which I will introduce and jointly sponsor with Mr. Brosch. 

Specifically, my testimony describes and sponsors, on behalf of the ACC Stdf, various rate 

base and operating income adjustments. These adjustments include the elimination of certain 

test year incentive compensation costs, the annualization of depreciation expense, the 

elimination of image advertising and sponsorship costs, the imputation of additional revenues 

associated with FCC Deregulated products/ services, and the correction andor reversal of 

certain adjustments recommended by the Company. Additional adjustments I sponsor include 

the elimination of the pension asset from rate base, the annualization of wage and salary 

expense, as well as the computation of the amount of interest expense deductible in quantifying 

income tax expense for ratemaking purposes using the interest synchronization methodology. 

The index at the beginning of my testimony and the first page of the ACC Staff Accounting 

Schedules identify each individual adjustment that I will discuss in testimony. 
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EDUCATION AND EXPERIENCE 

Q. 
A. 

What is your educational background? 

I graduated from State Fair Community College where I received an Associate of A r t s  Degree 

with an emphasis in Accounting. I also graduated from Central Missouri State University with 

a Bachelor of Science Degree in Business Administration, majoring in Accounting. 

Q. 
A. 

Please summarize your professional experience in the field of utility regulation. 

From 1977 to 1987, I was employed by the Missouri Public Service Commission in various 

professional auditing positions associated with the regulation of public utilities. In that 

capacity, I was responsible for the submission of expert testimony as a Staff witness. During 

the period 1977 through 1979, I participated in a Federal Energy Regulatory Commission 

compliance audit, reviewed utility certificate and financing applications, and participated in 

and supervised various accounting compliance and rate case audits (including earnings 

reviews) of electric, gas and telephone utility companies. 

In October 1979, I was promoted to the position of Accounting Manager of the Kansas City 

Oflice of the Commission Staff and assumed supervisory responsibilities for a staff of ten 

regulatory auditors. I directed numerous rate case audits of large electric, gas and telephone 

utility companies operating in the State of Missouri and coordinated such activities with other 

Commission departments. My responsibilities also included the development and review of 

accounting issues, the preparation of Staff issues for hearings, and the provision of assistance 

to Staff counsel in drafting hearing memoranda, cross-examination questions and legal briefs. 

In April 1983, I was promoted by the Commission to the position of Chief Accountant and 

assumed overall management and policy responsibilities for the Accounting Department. This 

department was comprised of approximately forty professional staff members specializing in 

UTILITECH, INC. Page 3 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Direct Testimony of Steven C. Carver 
Docket No. T-1051B-99-105 

regulatory accounting and depreciation issues. I provided guidance and assistance in the 

technical development of Staff issues in major rate cases and coordinated the general audit and 

administrative activities of the Department. During 1986-1987, I was actively involved in a 

docket established by the Missouri Public Service Commission to investigate the revenue 

requirement impact of the Tax Reform Act of 1986 on Missouri utilities. 

In 1986, I prepared the comments of the Missouri Public Service Commission respecting the 

Proposed Amendment to FAS Statement No. 71 (relating to phase-in plans, plant 

abandonments, plant cost disallowances, etc.) as well as the Proposed Statement of Financial 

Accounting Standards for Accounting for Income Taxes. I actively participated in the 

discussions of a subcommittee responsible for drafting the comments of the National 

Association of Regulatory Utility Commissioners (“NARUC”) on the Proposed Amendment 

to FAS Statement No. 71 and subsequently appeared before the Financial Accounting 

Standards Board with a Missouri Commissioner to present the positions of NAFWC and the 

Missouri Commission. 

In July of 1983 and in addition to my duties as Chief Accountant, I was appointed Project 

Manager of the Commission Staffs construction audits of two nuclear power plants owned by 

electric utilities regulated by the Missouri Public Service Commission. As Project Manager, 

I was involved in the staffing and coordination of the construction audits and in the 

development and preparation of the Staffs audit findings for presentation to the Commission. 

In this capacity, I coordinated and supervised a matrix organization of Staff accountants, 

engineers, attorneys and consultants. 

I commenced employment with the firm in June 1987. During my employment with Utilitech, 

I have been associated with various regulatory projects on behalf of clients in the States of 

Arizona, Florida, Hawaii, Illinois, Indiana, Mississippi, Missouri, New Mexico, Oklahoma, 
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Pennsylvania, Texas, Utah, Washington, West Virginia and Wyoming. I have conducted 

revenue requirement and special studies of various regulated utilities (i.e., electric, gas, 

telephone and water) and have filed testimony on behalf of the Arizona Corporation 

Commission Staff; the Florida Public Counsel; the Hawaii Department of Commerce and 

Consumer A f f ~ r s  Division of Consumer Advocacy; the Indiana Utility Consumer Counselor; 

the City of Jefferson of the State of Missouri; the Oklahoma Attorney General; the Oklahoma 

Corporation Commission Staff; the Pennsylvania Office of the Consumer Advocate; the 

Missouri Public Service Commission S t a  the New Mexico PRC Staff; the Office of Public 

Counsel of the State of Missouri; the Telecommunication Ratepayers Association for 

Cost-Based and Equitable Rates; the United States Executive Agencies; the Utah Committee 

of Consumer Services and the Public Counsel Section of the Washington Attorney General. 

Since joining the firm, I have continued to appear as an expert witness before the Missouri 

Public Service Commission on behalf of various clients, including the Commission Stdf. 
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EXECUTIVE SUMMARY 

What overall revenue requirement has the ACC Staff proposed for USWC’s intrastate 

regulated operations? 

In its initial filing in this proceeding, USWC filed accounting and financial information 

supporting a revenue deficiency of about $225.9 million, using an original cost rate base and 

a June 3 0,1998 historical test year. US WC’s application only sought a rate increase of $70.9 

million. 

On May 3, 2000, the Company updated its revenue requirement filing to reflect a test year 

ended December 3 1,1999. This test year “update” supported an overall revenue requirement 

of $201.2 million, as set forth on USWC Exhibit GAR-S 1 (Redding Supplemental Exhibits), 

and a revised rate increase request of $88.6 million (Data Request No. 43-1931). In 

comparison, the ACC Staff has assembled a revenue requirement recommendation supporting 

an overall rate increase of approximately $7.2 million. A series of accounting schedules 

supporting the Staffrecommendations are located in the joint ACC Staff Accounting Schedules 

that have been separately bound. 

Please summarize the financial impact of the larger ratemaking adjustments proposed by the 

ACC Staff, contributing to this difference between the revenue requirement recommendations 

of USWC and the ACC Staff. 

The more significant ratemaking adjustments comprising the difference between the Company 

and Staff recommendations are summarized in the following table. It should be noted that a 

detailed reconciliation of the various differences in revenue requirement is set forth on 

Schedule E of the ACC StafYAccounting Schedules. 
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Estimated Revenue 
Schedule Requirement 
Reference Description (Millions) 

n/a 

B-3 

B-5 

c-1 

c-5 

c-8 

c-10 

c-11 

c-12 

C-13 

C-14 

C-15 

C-17 

C-18, B-7 

c-22 

C-27 

C-29 

C-30 

Return on Equity 

Pension Asset 

Proforma Depreciation - Reserve Reversal 

Revenue Annualization - Local Service 

Directory Imputation 

Service Quality Program Elimination 

EOP NonLabor Reversal 

Year-End Wage & Salary Annualization 

Incentive Compensation 

SOP 98-1 (Internal-Use-Software) 

USWC Payroll Adjustment Reversal 

Proforma Depreciation Annualization 

FCC Deregulated Service Imputation 

FCC Dereg - Separations Adjustment 

Depreciation on Unrecorded Retirements 

Image Advertising / Olympic Sponsorship 

Exchange Sale Allocation Adjustments 

Reciprocal Compensation 

Total 

($29.2) 

(5.9) 

9.0 

(9.0) 

(42.0) 

(9.8) 

(9.8) 

(13.9) 

(5.5) 

(32.8) 

(13.3) 

(3 -0) 

(3 -6) 

3.8 

(2.9) 

(10.1) 

(1 1.4) 

11.6 

($177.8) 

Q. 
A. 

Could you please summarize how the ACC Staff Accounting Schedules are organized? 

Yes. The components of the proposed revenue requirement appear on ACC Staff Schedule A. 

The Staffs proposed rate base is brought forward from ACC Staff Schedule B, Summary of 
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Jurisdictional Rate Base. Similarly, the Staffs adjusted net operating income recommendation 

is brought forward fiom ACC Staff Schedule C, Summary of Operating Income, while the cost 

of capital recommendation is obtained from ACC Staff Schedule D, Capital Structure 

Summary. 

ACC Staff Schedule A-1 presents the calculation of the gross revenue conversion factor used 

to convert the net operating income deficiency (or excess) on ACC Staff Schedule A into the 

appropriate revenue requirement amount. The various adjustments to rate base and operating 

income are supported by individual supporting schedules and some supplemental workpapers. 

The witness sponsoring each schedule comprising the Staffs overall recommendation is 

identified in the upper left-hand corner thereof and is listed on the schedule index located at 

the front of the ACC Staff Accounting Schedules. 

Q. 
A. 

How will you identifl and refer to the individual Staff accounting adjustments? 

Both rate base and operating income adjustments have been numbered sequentially, but 

separately, beginning with the number “one”. In order to distinguish the first rate base 

adjustment from the first operating income adjustment, the adjustment number is preceded by 

a reference to the schedule on which the adjustment was posted. For example, the posting 

schedule for the rate base adjustments is ACC Staff Schedule B. So, the first rate base 

adjustment would then be referenced as ACC Staff Schedule (or Adjustment) B-1 . Similarly, 

the first operating income adjustment would be identified as ACC Staff Schedule (or 

Adjustment) C-1 , since ACC Staff Schedule C is the posting schedule for the income statement 

adjustments. For purposes of the Staffs testimony in this proceeding, Mr. Brosch and I will 

use the words “schedule” and “adjustment” interchangeably when referring to the individual 

adjustments proposed by the Staff. 

Q. Please describe the Staffs approach to quantifying revenue requirement in this proceeding. 
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A. The Staff Accounting Schedules use the Company’s “update” amounts (as filed in May 2000) 

for rate base, revenues and expenses as a starting point, which were then adjusted to reflect the 

impact of the various Stsproposed adjustments thereto. By starting with the Company’s 

“update” filing, each test year ratemaking adjustment recommended by the Staff represents a 

reconciling difference, positive or negative, which can be used to quantify the value of the 

various issues between the Staffs recommendation and the Company’s overall revenue 

requirement. In fact, ACC Staff Schedule E represents a reconciliation of the revenue 

requirement differences between the Company and the Staff by individual adjustment. 

Q. Referring to ACC Staff Schedule A, could you please explain the format employed in 

quantifying the Staffs overall revenue requirement? 

Yes. In developing its overall revenue requirement recommendation in this proceeding, the 

Staff has prepared a series of recommended adjustments to the Company’s filed case which 

are designed to match the various components of the ratemaking equation and maintain the 

integrity of the December 3 1 , 1999, end-of-period test year. In so doing, the Staff proposes 

that the effect of various changes (e.g., investment, prices and volumes) which typically OCCLU 

subsequent to the selected test year should be excluded from the determination of overall 

revenue requirement, as presented on ACC Staff Schedule A. 

A. 

Overall, the Staff disagrees with the Company’s use of a global end-of-period annualization 

approach and the piecemeal recognition of changes occurring beyond December 3 1, 1999. 

Instead, the Staff recommends that the Commission normalize test year operating results, adopt 

annualization adjustments for specific identifiable components of revenues and expenses, and 

annualize book depreciation expense on year-end depreciable plant in order to appropriately 

recognize ongoing costs and revenues. The rationale underlying the Staffs proposed test year 

approach will be addressed in the Test Year section of my testimony. 
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On behalf of the Staff, has Utilitech thoroughly reviewed the various revenue requirement 

adjustments proposed by USWC such that the inclusion of an adjustment without modification 

should signifl Staffs agreement with, or acquiescence to, the appropriateness of any such 

items for ratemaking purposes? 

No. As consultants to the ACC Staff, we did review and submit discovery, as necessary, on 

all of the Company’s various adjustments (and workpapers) in varying degrees. Although we 

have proposed numerous adjustments to the Company’s filing, we have not necessarily 

proposed an adjustment for each and every item identified due to materiality and/or work 

prioritizations. Consequently, the inclusion of a Company adjustment without modification 

should not be construed as agreement with or endorsement of that particular adjustment 

amount or adoption of the underlying methodology or theory. 
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TEST YEAR 

What test year was employed in this Docket? 

When USWC originally submitted its rate filing in this proceeding, the Company’s revenue 

requirement was based on a test year ending June 30,1998. During the procedural conference 

on April 4,2000, the Chief Hearing Officer ordered U S WEST to update its test year through 

calendar year 1999. [Prehearing Conference, tr. 16.1 As a result, US WC’s revenue requirement 

“update” is based on a historical test year which starts with the Company’s results of 

operations for the twelve month period ended December 3 1, 1999. 

Has the ACC Staff employed the same test year update as that filed by the Company? 

Yes. The Staff’s proposed revenue requirement employs the Company’s proforma amounts 

for rate base, revenues and expenses from the 1999 test year update as a starting point. These 

components of the ratemaking formula were then adjusted to reflect the impact of the Staffs 

proposed adjustments thereto. 

Has USWC proposed a year-end or average approach to test year valuation? 

In general terms, USWC has proposed use of end-of-period investment, volumes (access lines, 

employee headcounts, etc.) and prices (wage and salary rates, revenue prices, etc.) in 

quantifying overall revenue requirement. However, for certain elements of revenue 

requirement (wage/ salary rates, reciprocal compensation, exchange sale, broadband asset 

transfer and depreciation accrual rates), the Company has quantified ratemaking adjustments 

which have the effect of recognizing post-test year levels or events. More expansively, USWC 

has proposed to annualize virtually all revenue and expense accounts using a “December 1999 

times 12” (“Dec* 12”) or a year-end trending methodology. 
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Although Company witness George Redding dedicated several pages of both his direct 

testimony and supplemental direct testimony to a discussion of the test year, USWC’s filing 

is internally inconsistent and serves to misstate various elements of the ratemaking equation. 

At pages 12- 13 of his direct testimony, Mr. Redding discusses the concept of using an end-of- 

period rate base in Arizona and the need to consistently adjust the income statement to test 

year-end. Beginning at line 1 of page 13, Mr. Redding states: 

Given the requirement for an end of period rate base, it is logical to also state 
the income statement at the same level. However, I do have a problem with 
picking and choosing. This can lead to a great deal of mischief and cause the 
test year to be misleading. For example, if revenue volumes and employee 
levels were both rising over the course of the year, an adjustment that took only 
the revenues to end of period levels would obviously mistate [sic] the test year 
and provide a poor proxy for the period when new rates will be in effect. 
[Redding Direct, p. 131 

While I generally agree with Mr. Redding’s concerns about consistency, the Company’s EOP 

annualization does not necessarily achieve reasonable results. 

The revenue and expense levels actually incurred by the Company represent the product of 

prices and quantities, or “P*Q’. When employing an end-of-period (EOP) test year approach, 

I agree with Mr. Redding that the ratemaking process should recognize the effects of known 

changes in test year prices or quantities, or both, to the extent that such changes can be clearly 

identified, verified and quantified, all else remaining equal. However, I disagree that a blanket 

annualization methodology that relies on multiplying a single month of revenues/ expenses 

times twelve necessarily achieves the desired and intended matching. Moreover, USWC’s 

EOP annualization approach has the effect of setting rates based on what effectively becomes 

a one-month test year. 
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Q. Why is that? 

A. Let me explain by using a simplified example. Assume that the Company buys 12 “widgets” 

over the course of the calendar year for a price of $1 each. If the Company has consistently 

bought and expects to continue to buy 12 widgets and the price is not expected to vary from 

$1 per unit, then it would be reasonable for the test year to reflect $12 of widgets expense. The 

proposed “Dec*12” annualization methodology will only yield the $12 expected level of 

widgets expense if, and only if, the Company had either recorded widget expense of $1 in 

December or quantified a manual adjustment to December’s recorded expenses in order to 

include the $1 therein. 

For example, if the Company bought all twelve widgets in December, this methodology would 

result in annual widgets expense of $144 (i.e., 12 widgets times $1 times 12 months), absent 

normalizing adjustments to remove the cost of the excess widgets. At the opposite extreme, 

this methodology could result in “zero” widgets expense if the Company happened to purchase 

no widgets in December (i.e., 0 widgets times $1 times 12) and failed to identify the need to 

manually add $1 to December expense. 

Although this example focuses on the quantity component of the “P*Q” equation, unit prices 

can and do change over time. Factors such as seasonality, heightened competition, oversupply, 

consolidation of purchasing power, changes in source of supply and inflation can all impact 

the price paid for each individual widget, which is magnified by the quantity purchased. These 

factors are likely to produce non-representative amounts in any single month, but tend to 

smooth out across a full twelve-month test year. 

Q. 
A. 

Is “December 1999 times 12” the only component of the Company’s annualization? 

No. The Company did employ a trending technique in an attempt to evaluate the extent to 

which the amount recorded in December was representative. As I understand the Company’s 
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methodology, if the revenue or expense recorded in December 1999 appeared to be “in-trend” 

with comparable per book data in the months of October-November 1999 and January- 

February 2000, the Company concluded that “December 1999 times 12’’ would yielc 

reasonable results. However, if December was “out-of-trend”, the Company would either 

attempt to identify specific normalization adjustments to increase or decrease the December 

recorded revenued expenses or adjust December to fit the trend, using a five-month averaging 

methodology. In any event, USWC attempted to use the trending approach to identify and 

eliminate out-of-trend conditions from influencing the annualization process. 

Unfortunately, the focus of both the “December 1999 times 12” method and the trending 

approach divert attention away from the reasonableness of unit prices and related quantities. 

Instead, an implied assumption underlying the Company’s approach is that some revenues1 

expenses will be overstated, but offset by understatements in other areas. In my opinion, this 

does not represent a sound annualization approach for use in the ratemaking process. 

Q. Could you identify the USWC adjustment that annualizes test year revenues and expenses in 

this manner? 

Yes. USWC Adjustment P-01, End of Period Annualization, primarily uses this annualization 

approach. Referring to the Company’s update filing, Supplemental Exhibit GAR-S7 increases 

operating revenues by $3.9 million and increases operating expenses by $28.3 million. While 

Mr. Brosch and I will individually discuss the various components of this Company 

adjustment, US WC has increased its overall revenue requirement by about $24.4 million using 

this approach. 

A. 

Q. Has the Staff proposed adjustments to move prices and quantities to year-end levels, consistenl 

with the use of an EOP rate base? 
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A. Yes. While the Staff has endeavored to apply a relatively stringent test year approach in order 

to consistently value the various components of the ratemaking equation, there are unique 

circumstances currently affecting the Company’s operations which deserve and demand 

recognition in the quantification of overall revenue requirement. As the Commission is aware, 

the Company has negotiated, but not yet closed, an agreement to sell certain rural Arizona 

exchanges. Also, the pending rate proceeding is the result of a lengthy docket before this 

Commission concerning various revisions to US WC’s Arizona depreciation rates, which was 

not concluded until after the 1999 test year. Further, the Company initiated a separate 

proceeding to transfer certain broadband assets to a non-regulated affiliate. Although the 

procedural schedule in the latter proceeding has been delayed, each of these matters uniquely 

affect the Company’s operating results in the State of Arizona. 

Beyond adjustments for the exchange sale, depreciation accrual rates and broadband transfer, 

the Staff has proposed specific adjustments to annualize discrete, identifiable components of 

revenues and expenses to test year-end. Although the Company may attempt to characterize 

this approach as “picking and choosing” or leading “to a great deal of mischief,” it is important 

to recognize that some revenues and expenses are reasonably stated at actual recorded levels, 

in the absence of detailed information demonstrating otherwise. The presentation of global 

revenue or expense annualization adjustments, for the mere sake of being able to state that 

every dollar has been annualized, is not necessarily a good thing. Said differently, it is not 

reasonable to shift to USWC’s single-month test period to reasonably quantify the Arizona 

revenue requirement. 

Staff has endeavored to process this update filing on an expedited basis, focusing and 

prioritizing its efforts on elements of the ratemaking formula that merit attention. As a 

consequence, the Staff has presented what it believes is a reasonable quantification of USWC’s 
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1 

2 

overall intrastate revenue requirement, using a reasonable year-end valuation approach for all 

elements where known and measurable changes require annualization. 

Q. Have you attempted to examine the historical trend in USWC's net rate base, expenses and 

volumetric statistics in Arizona? 

Yes. I have reviewed overall data concerning USWC's Arizona trends in investment, 

operating expenses, access lines and changes in equivalent employee headcounts. As shown 

by the following graph, access lines, which serve as a general indicator of recurring revenue 

levels, have grown consistently since 1986 - a trend which continued throughout 1999 into 

2000. 

A. 

USWC-AZ 
Access Lines 

2,900 
2,800 
2,700 

5 2,600 
$ 2,500 

2,400 
2,300 
2,200 '5 

- Monthly - Test Year-End 

Source: USWC responses UTI 2-3 & UTI 64-1 -- AZ Summary Report. 

Equivalent employee levels fluctuate from month to month, but have increased significantly 

since late 1997. 
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USWC-AZ 
Equivalent Headcou nts 

Total Occupational & Management 
7,500 

7,000 

6,500 

6,000 

-IC- Monthly - Test Year-End 

Source: USWC responses UTI 2-3 & UTI 64-1 -- AZ Summary Report. 

In order to minimize the volume of confidential data contained within my testimony, these 

graphs only present the non-confidential data supplied in response to the referenced discovery 

requests &e., data through December 1999). Subsequent to the test year, access lines and 

employee headcounts have continued to increase. 

Staff has proposed annualization adjustments, as appropriate, to reflect revenue changes and 

the significant growth in access lines that occurred during the test year. The direct testimony 

of ACC Staff witness Brosch will address USWC's operating revenues and introduce certain 

ratemaking adjustments proposed by the Staff. 

With regard to employee headcounts, I will sponsor an adjustment to annualized wage and 

salary expense at test year-end, in order to recognize the increased employee headcounts and 

wage/ salary rates experienced through the end of 1999. Although US WC has also proposed 
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an adjustment to annualize wage and salary increases that occur subsequent to the test year, I 

will recommend the exclusion of the post-test year increases. 

How does the growth in access lines compare to the growth in employee levels? 

Although employee levels have increased since late 1997, the growth in access lines appears 

to have largely offset that increase during this time fiame. The following graph presents two 

related statistics which indicate relative employee efficiency in relation to access lines. 

USWC-AZ 
Average Access Line & Headcount Ratios 

4m50 7 
4.00 

v) 
Q) m Employees Per 1000 Access E 3.50 Lines 

--t--. 

(II 
3 + 
2 2.50 

2.00 

100 Access Lines Per Employee 
S 

Source: USWC responses UTI 2-3 & UTI 64-1 - -  AZ Summary Report. 

As shown by this graph of the non-confidential data supplied by the Company, the rate of 

growth in access lines since 1997 has largely offset the increase in employee levels, thereby 

resulting in the relatively constant ratios during the more recent periods. Based on the 

statistical information I have reviewed and test year matching concepts, I believe that the 

annualization approach proposed by Staff better synchronizes revenues and labor expense at 

year-end levels and avoids the need to engage in the detailed identification and analysis of the 
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post-test year known and measurable growth in revenues, access lines and other offsetting 

changes. 

Have you also compared the Company’s overall Arizona intrastate expense levels? 

Yes. I have reviewed the overall trend in USWC’s intrastate operating expense levels 

(excluding FCC Deregulated Services) prior to and continuing beyond the test year. Absent 

further detailed discovery and evaluation of the Company’s accounting records for the year 

2000, the Staff is unable to assess or comment on the factors that may contribute to changes 

in post-test year expense levels. In any event, the following graph compares the level of 

intrastate operating expense “as recorded” during the test year (i.e., the twelve months ended 

December 1999) with rolling twelve months of actual intrastate expense starting with 

December 1996. For example, the data point labeled “Dec-99” reflects the actual intrastate 

operating expense for the twelve month period ending in December 1999. 

uswc=Az 
JR Intrastate Operating Expenses 

Rolling 12 Months 1 
1,050 

1,000 

2 950 

E 900 

850 

0 .- - - .- --c. 

USWC Proforma 

Source: USWC UTI 2-3 & UTI 64-1 (AZ Summary Report) & UTI 56-2. 
Note: USWC Proforma excludes increased depreciation. 
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While recorded expense levels are influenced by changes in both prices and quantities as well 

as a variety of correcting and out-of-period journal entries, this graph does show an increasing 

historical trend in operating expense. For comparison purposes, the graph also reflects the test 

year unadjusted as well as the Company’s proforma level of operating expense (excluding the 

effect of the change in depreciation accrual rates). 

In order to minimize the presentation of confidential information, this graph does not reflect 

any data beyond 1999. While the Staff has not analyzed and audited the price and quantity 

drivers influencing the expenses recorded in the post-test year months of January-April 2000, 

it is notable that even dramatic post-test year increases in intrastate operating expenses, as 

presented in the underlying documentation, do not reach the extraordinarily high proforma 

level included in US WC’s proposed revenue requirement. 

Q. 
A. 

Have you prepared a similar graph of operating revenues? 

Yes. The following graph represents a similar comparison of intrastate operating revenues 

over the same time frame, excluding any confidential post-test year information. 
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USWC-AZ 
JR Intrastate Operating Revenu 

1,150 I 
g 1,100 
.- - - -E 1,050 

1,000 

950 

es 

Rolling 12 Months 

1999 N Level 

USWC Proforma 

Months 

Source: USWC UTI 2-3 & UTI 64-1 (Az Summary Report) & UTI 56-2. 
Note: USWC proforma is “as filed“ by Company. 

Clearly, revenues are increasing at a steady rate and may be less susceptible to misstatement 

through the annualization process. However, as Mr. Brosch explains in his testimony, the 

revenue effects of the new broadband affiliate, reciprocal compensation, and the nature of each 

type of revenue must be analyzed and understood in developing appropriate ratemaking 

adjustments. 

Q. Earlier, you also mentioned that you had also reviewed data concerning USWC’s investment 

in Arizona. Is that correct? 

Yes. Because three primary elements (plant in service, accumulated depreciation/ amortization 

reserves and deferred income tax reserves) drive the Company’s rate base, the follow graph 

compares historical intrastate “net investment” balances (excluding FCC Deregulated Services) 

at December 1997, December 1998, and December 1999. 

A. 

UTILITECH, INC. Page 21 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

1,450 
1,440 

Direct Testimony of Steven C. Carver 
Docket No. T-1051B-99-105 

/ 
lr 

L 

USWC-AZ 
I n t ras tate Net I nves t m e n t 

(excl. FCC Dereg) 
1,500 
1,490 
1,480 

0 2 1,470 
5 1,460 .- 

/ 

Net Investment 
+ 

~ 1,430 ' 

Source: USWC responses UTI 1-2 & UTI 42-2 - JR data per 1990s Report. 

USWC's net investment in these rate base components has increased over the past several 

years. Subsequent to the test year, the net intrastate investment has continued to increase, but 

has not been analyzed to determine whether the increase would be appropriate for regulatory 

recognition. 

Q. With these graphs showing increased revenues, expenses and investment, is it reasonable to 

assume that these changes will automatically put upward pressure on the rates charged for 

telecommunications service? 

No. It is generally anticipated that the passage of time will result in increasing costs and 

investments, during periods of even modest inflation. As a result, the use of an end of period 

rate base and year-end revenue/ expense annualization adjustments might be expected to yield 

higher revenue requirements. However, after considering recent trends in access lines, 

headcounts, revenues, expenses and net investment, the data indicates that glJ components of 

the ratemaking equation are changing over time. It is only by conducting a detailed analysis 

A. 
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and investigation into the underlying data that a determination can be made as to whether the 

overall revenue requirement has changed materially during the selected test year, thereby 

justifLing an increase in the Company’s tariff rates and charges. The key issue is whether 

revenues are growing faster or slower than overall costs, including investment return, necessary 

to support those revenues. As an indication of the existence of this offsetting phenomenon, 

it is observed that the Company’s last rate case was processed about six years ago. 

Q. Why is the proper selection and balanced adjustment of a test year important in the 

determination of just and reasonable public utility rates? 

The ratemaking equation commonly employed by this Commission, and other regulatory 

agencies, compares a required return on rate base to the investment return generated by 

adjusted test year operating results. If the return generated by the adjusted operating results 

(i.e., adjusted operating income and rate base) is deficient, arate increase is required to provide 

the utility an opportunity to earn a “reasonable” return on its investment. Conversely, an 

excessive return would support a reduction in utility rates. 

A. 

For the ratemaking equation to function properly, the components comprising the equation 

(i.e., rate base, revenues, expenses and rate of return) must be reasonably representative of 

ongoing levels, internally consistent and comparable - within the context of test period 

parameters. To the extent that these components are not properly synchronized, a utility may 

not have the opportunity to earn its authorized return or, alternatively, may have the 

opportunity to earn in excess of the return authorized. By synchronizing or maintaining the 

comparability of revenues, expenses and investment, the integrity of the test year can be 

maintained with the reasonable expectation that the resulting rates will not significantly 

misstate the cost of providing utility service. It is critical that the ratemaking process properly 

synchronize only those known and measurable changes which occur during the test year or 

within a reasonable defined period subsequent thereto, rather than establish utility rates on 
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inappropriate factors or inconsistent post-test year events. In this manner, regulators can best 

be assured that rates are reasonably based on ongoing cost levels. 

Over time, each of these elements comprising the revenue requirement formula will and do 

change - as clearly demonstrated by the earlier charts depicting historical trends in rate base, 

access lines, employee counts, operating revenues, and operating expenses. There is no 

question that operating expenses and net investment have increased, but so have operating 

revenues. Changes in one component of the “formula” that tends to increase revenue 

requirement could well be offset by decreasing changes elsewhere. For this reason, one of the 

purposes of a rate proceeding it to analyze and balance these various elements of the revenue 

requirement formula. 

Q. Do you have any direct evidence that increases in one area might be offset by decreases in 

another? 

Yes. The Commission need look no further than the two separate test year revenue 

requirement filings that the Company has submitted in this proceeding. While these two test 

years were 18 months apart, the Company’s overall revenue requirement approach did not 

change materially. Although the Staff does not concur with the Company’s valuation of certain 

adjustments and overall EOP approach to the test year, the fact remains that a relatively 

consistent application of USWC’s ratemaking theories resulted in a fairly limited change 

between these two revenue deficiencies filed by the Company. The following table compares 

the major elements of the revenue requirement formula reflected in these two Company filings: 

A. 
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Net Rate Base $1,474,7 17,000 $1,442,099,000 

Total Operating Revenues $1,110,724,000 $1,190,269,000 

Total Operating Expenses $1,020,578,000 $1,147,198,000 

Weighted Cost of Capital 10.74% 10.86% 

Revenue Deficiency - Original Cost $225,878,000 $201,220,000 

Sources: Redding GAR-1 & GAR-5 (Direct Exhibits), GAR-S1 (Supplement 
Exhibits), Data Request No. UTI 56-2 

During the intervening 18 month period, the Company’s valuation of rate base has declined 

while revenues, expenses and proposed return have all increased. Despite the dynamics 

underlying these changes (included the exchange sale), the Company’s overall revenue 

deficiency decreased by almost $25 million. Clearly, there are differences between these test 

periods. The Staff would likely have proposed any number of ratemaking adjustments to either 

test year. However, the fact remains that all components of the “formula” have changed, but 

overall revenue requirement has remained relatively constant. 

Q. Do you have any further comments concerning the Company’s overall annualization approach 

in this proceeding? 

Yes. There are significant differences between the presentations of USWC and the ACC Staff 

concerning how the test period should be adjusted for ratemaking purposes, as indicated in the 

Executive Summary section of my testimony. One area of disagreement concerns USWC’s 

concept of annualizing all expenses to EOP levels using the “December times 12” 

methodology. The following confidential graphs compare historic levels of recorded product 

and non-product advertising expense with the results from the Company’s annualization 

approach to illustrate the problems inherent with USWC’s single-month test year. 

A. 

UTILITECH, INC. Page 25 



I 
I 

UTILITECH, INC. Page 26 



I 
I 
I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Direct Testimony of Steven C. Carver 
Docket No. T-1051B-99-105 

Although a subsequent testimony section will address the Staffs proposed disallowance of 

image advertising costs, these graphs show that the “December times 12’’ approach results in 

excessive increases to the historical levels of advertising expense without any evidence or 

rationale justifying the magnitude of such increases. While advertising expense has been used 

as an example of Staffs concern with the Company’s EOP annualization approach, Mr. Brosch 

and I will introduce a variety of adjustments which serve to annualize discrete revenue and 

expense components that merit annualization. 

I am fairly confident that the Company will attempt to explain away these significant 

deviations between historical and annualized advertising expense levels by arguing that its 

annualization methodology was not designed to focus on this degree of detail, but would have 

likely identified and eliminated by default any material variations in discrete expense items by 

“trending” overall expense levels. If such a position is offered, the acceptance of the 

Company’s EOP expense annualization methodology would require adoption of the premise 

that gross overstatements of some categories of expense are acceptable as long as the 

Company’s method just as materially understates other categories of expense. 

In my opinion, the Company’s proposal to annualize aggregate expense levels without a 

detailed evaluation and identification of the specific factors driving changes in incurred costs 

(i.e., price and quantity changes) is misguided, ineffective and potentially leads to a false sense 

that USWC’s global annualization approach, which couples the “December times 12” with 

other trending techniques, yields reasonable and consistent results. 

Q. Could you briefly identify the areas to which USWC has applied the “December times 12’’ 

method? 

Yes. US WC Adjustment P-0 1 proposes to annualize the following areas using the “December 

times 12” method: 

A. 
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Operating Revenues 
Deregulated Revenues 
Wage & Salary Expense 
Benefits Expense 
Non-Labor Expense 
Property Tax Expense 
Rent Compensation 
Uncollectibles 

The Staff has reviewed each of these components of USWC’s EOP annualization adjustment 

and, for most components, offers separate annualization adjustments. With regard to the non- 

labor EOP annualization, the Staffs reversal of the Company’s adjustment will be discussed 

in a separate section of my testimony. 
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EOP NONLABOR REVERSAL 

Q. 
A. 

Please identifl ACC Staff Adjustment C-10. 

ACC StaffAdjustment C-10 reverses the Company’s proposal to annualize miscellaneous non- 

labor operating expenses using the “December times 12” method. This non-labor 

annualization in one of several components to USWC’s Adjustment P-01. 

Q. 
A. 

Why do you believe that this Company adjustment should be reversed? 

In the test year section of my testimony, I generally discuss the test year concept and the 

annualization process, including the Company’s non-labor annualization adjustment. In many 

revenue and expense areas, it is possible to analyze data trends, contract or price changes, 

andor other underlying statistics so as to identie specific items that merit annualization or 

normalization adjustments. Mr. Brosch and I have proposed a number of adjustments 

annualizing various cost of service items, including operating revenues (by category), wage and 

salary expense, benefits expense, uncollectible expense, depreciation expense, rent 

compensation and property tax expense. 

However, the non-labor expense category is comprised of millions of transactions across a 

broad assortment of different types of expense. These transactions may reflect costs that are 

directly incurred by, or allocated to, the Company’s Arizona operations and would encompass 

extremely diverse transactions, including: 

Affiliate transactions 
Operating rental expense (i.e., outside the rent compensation study parameters) 
Non-capitalized software costs 
Janitorial services 
Power expenses 
Outside consulting (auditors and actuaries), legal and security services 
Business travel costs (meals, lodging, etc.) 
Postage (customer bills and notices) 
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Facility maintenance (materials and supplies) 
Property and casualty insurance 
Damage claim payments 
Industry association dues and membership fees 
Magazine and periodical subscriptions 
Stockholder services costs 
Advertising costs 
Vehicle leases and operating costs 
Consumable and office supplies 

The Company has proposed to increase the test year level of non-labor intrastate expense by 

almost $1 1 million, but has not identified any specific changes in the Company’s operations 

or a need to purchase more (or less) of a specific good (or service) at a specific higher (or 

lower) price in support of this adjustment. The Company did not file or present any analyses 

or studies that substantiate this method as a viable approach. Instead, the Company has posted 

a few normalizing adjustments to the non-labor expenses recorded in December 1999, prepared 

trending comparisons with unadjusted monthly expenses (i.e, late 1999 and early 2000), and 

multiplied the residual times twelve. 

Q. Is there any approach to annualize non-labor expenses that you would have found more 

acceptable? 

Yes. If the Company had determined, for example, that the cost of its casualty insurance had 

increased during the test year, the Staff would have been willing to review the details 

underlying the Company’s workpaper calculations and evaluate the revenue requirement effect 

thereof. If the Company had annualized the cost of mailing customer bills or other 

correspondence and concluded that postage costs were increasing because of the greater 

number of mailings, Staff would have also been willing to review and evaluate those 

quantification details. Unfortunately, this was the Company’s approach to the 

annualization of non-labor expense. 

A. 
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Earlier, you presented several graphs regarding advertising expense, including the level of 

advertising costs included in the Company's EOP non-labor adjustment. Did the Company's 

adjustment workpapers contain similar information for other specific components of non-labor 

expense? 

The Company prepared its non-labor annualization at a high level. So, the Company's non- 

labor annualization workpapers did not produce data at the detail level necessary to evaluate 

the reasonableness of aparticular cost element. With regard to advertising expense and several 

other types of cost, the Company did provide a quantification of the annualized "December 

times 12" amount in response to specific discovery requests. In response to other similar 

requests, the Company simply stated that its annualization was not prepared in the level of 

detail requested. 

For the reasons noted above, the Staff recommends that the Commission disallow the 

Company's EOP non-labor annualization adjustment. 
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YEAR-END WAGE & SALARY ANNUALIZATION 

Q. 
A. 

Please describe ACC Staff Adjustment C-1 1 . 
ACC Staff Adjustment C-1 1 is necessary to reflect an ongoing level of salaries/ wages in 

USWC’s cost of service and to consistently recognize, or match, employee counts with salary 

levels/ wage rates actually in effect in late 1999. 

Q. Did the Company also propose an adjustment to annualize salaries and wages to test year-end 

levels? 

Yes. The Company did quantify a year end annualizaton adjustment using the EOP “December 

times 12” methodology discussed previously. In my opinion, the simplicity of this approach 

masks several significant methodology deficiencies and yields unreasonable results. First, the 

Company’s annualization technique does not separately examine the individual components 

of employee compensation (basic wages, overtime & premium pay, incentive compensation, 

etc.) and determine an appropriate method to annualize each component. Instead, the 

Company annualizes all compensation components by multiplying the December 1999 expense 

amount by 12. 

A. 

Second, it appears that the Company has only made a limited attempt to evaluate whether the 

wage and salary expense recorded during December 1999 represents a reasonable relationship 

with employee levels and workdays to form an appropriate basis for annualization purposes. 

In my opinion, this has resulted in an overstatement of the annualization adjustment 

recommended by USWC. 

Q. Did USWC adjust the wage and salary expenses recorded in December 1999 prior to the 

annualization? 
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A. 

Yes. USWC did recognize several adjustments in an attempt to normalize the December 1999 

wage and salary expense: incentive compensation accruals were adjusted to reflect average test 

year levels or eliminate out-of-period transactions; clearance journal entries recorded during 

December were transferred from benefits to salaries expense; and the relationship between paid 

time off and base wages/ salaries was adjusted to the average amount recorded during 

September-December 1 999. 

How do the results of the Company’s payroll annualization methodology compare to test year 

wage and salary levels? 

The following table compares the salary and wage expense incurred in 1998 and 1999 with the 

results from the Company’s EOP annualization methodology: 

Total Arizona 

Payroll Expense Increase 

1998 - 
1999 - - 
US WC Annualization - I 
Sources: USWC confidential UTI 18-25, UTI 42-5 & UTI 63-5. 

Referring to the above table, the Company’s annualization adjustment has the effect of 

recognizing a larger increase in wages and salaries from the test year “recorded” level to the 

December 1999 EOP level than the entire increase between calendar years 1 998 and 1999. In 

other words, the annualization process is intended to restate test year expense from the average 

wagel salary rates and headcounts experienced during the test year to year-end levels. So, a 

significant portion of these changes (pay rates and headcounts) are already partially included 

within the test year and tend to lessen the required annualization adjustment. However, 
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A. 

Q. 
A. 

calendar year 1998 does not incorporate any of the changes experienced in calendar year 1999 

(i.e., in either rate or headcount changes), so the expectation is that the year-over-year change 

would be greater than the results fiom the test year annualization process - absent significant 

structural changes in the Company’s operations. 

How does the annualized level of payroll expense proposed by the Staff compare to these 

levels? 

Referring to ACC Staff Adjustment C-1 1 , the Staffhas proposed an annualized level of payroll 

expense of about $370.3 million (Total State). 

How did you annualize wage and salary expense? 

After reviewing monthly headcount, workday and payroll data supplied by the Company, I 

concluded that the annualization of payroll costs should be accomplished in several steps. The 

annualization of regular, or basic, compensation should recognize year-end 1999 employee 

levels, wage/ salary rates and a reasonable level of annual workdays. Overtime and premium 

pay were separately adjusted to capture the effect of the wage and salary increases granted 

during the test year. The Staff‘s annualization did not modi@ the test year ievel of incentive 

compensation pay, since the recovery of such costs will be addressed in a separate testimony 

section. Termination pay and clearances were also not adjusted fi-om test year levels. 

Could you explain how you annualized regular, or basic, compensation? 

For purposes of this proceeding, the annualization of regular compensation for both 

occupational and management employees, as presented on ACC Staff Adjustment (2-11, was 

based on average basic pay per equivalent employee for the three months of October through 

December 1999. The resulting three month average pay per employee was multiplied by the 

December 1999 level of equivalent employees and then by an annualization factor of twelve 

(12). This methodology consistently recognizes the effect of wage and salary increases 
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implemented during the test year as well as the interrelationships between changing headcounts 

and employee compensation levels. 

Q. Why did you use the three month average times twelve methodology for regular pay but not 

for overtime or bonus pay? 

Regular payroll costs are a direct function of the number of employees, the wage and salary 

rates in effect and the number of hours or days worked. The level of USWC’s Arizona 

employees increased during the test year, which generally tends to increase payroll costs. The 

test year wage and salary increases also have the effect of increasing payroll costs. It is my 

opinion that the use of two or three months of basic pay data for an entity such as US WC tends 

to help levelize and normalize these items as well as other recorded journal entry transactions 

that could otherwise improperly impact the annualization process. 

A. 

Certain forms of compensation such as overtime, incentive compensation and bonus awards 

are linked to other factors, or cost drivers, which could be seasonal in nature or may fluctuate 

significantly from month to month. As a result, the process of annualizing such items for 

inclusion in cost of service should not necessarily focus on a similar EOP annualization 

approach, because of the possibility that one or two months of data may not be representative 

of ongoing conditions or annual levels. 

Q. 
A. 

How have USWC’s employee levels changed during the test year? 

In the confidential response to Data Request No. UTI 63-2, the Company provided historical 

information concerning the USWC employees physically located in the State of Arizona (i.e., 

“situs” employees) as well as “equivalent” employees providing service to US WC’s Arizona 

customers. 
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CONFIDENTIAL GRAPH 

Although the monthly “situs” headcounts show a fairly steady build-up throughout 1999, the 

“equivalent” headcounts show more month-to-month fluctuation. It should be noted that the 

annualization adjustments offered by both the Company and the Staff effectively rely on year- 

end headcount levels. 

Q. Could you briefly explain the difference between headcounts that are referred to as “situs” 

employees and “equivalent” employees? 

Yes. CSWC’s workforce is located throughout a fourteen state region. Due to the nature of 

the work an individual employee might perform, the payroll and benefit costs of that employee 

could be assigned directly to the Company’s operations in the State in which the employee is 

located or could be allocated between multiple State operations. Headcounts based on the 

geographic location (e.g., Arizona) of the employee are referred to as t’situs’t employees. If 

100% of a particular employee’s time was attributable to work for the State in which hehhe 

was physically located, this employee would be counted as one “situs” employee as well as one 

“equivalent” employee. 

A. 
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The difference between “situs” and “equivalent” employees comes into play when the payroll 

and benefit costs of certain employees are allocated or assigned to more than one State’s 

operations. Since payroll costs are typically ailocated between multiple States, employee levels 

that are allocated on the same or similar basis as employee payroll costs are considered to be 

“equivalent” employees. So, an employee located in one State and partially allocated to 

another State would be viewed as one “situs” employee, but less than one equivalent employee 

in the State of assignment. 

Q. 
A. 

Is one of these methods of measuring employee levels preferred over the other? 

Yes, depending on the intended use or application of the employee level data. For purposes 

of comparing total headcounts or preparing trend analyses, “situs” basis employee levels may 

be readily available and acceptable, in the absence of other data. When preparing payroll 

annualizations that partially rely on headcounts, “equivalent” employee levels are generally 

considered to be superior to “situs” information because of its consistency with recorded 

payroll expense, which includes a combination of directly assigned and partially allocated 

costs. 

Q. 
A. 

Was ACC StafTAdjustment C-1 1 based on ‘‘situs’’ or “equivalent” employees? 

This Staff adjustment was calculated using “equivalent” headcount data. 

Q. You previously made reference to employee workdays in the context of the annualization of 

regular pay. Please explain that reference. 

Employees are generally paid on an hourly wage rate or monthly salary basis. The number of 

employee days worked (or workdays) during a particular month provides a general means of 

comparing the relative time worked by employees on a month to month basis. USWC’s 

response to Data Request No. 63-3 indicated that there were 22 workdays in the month of 

A. 

UTILITECH, INC. Page 37 



I 
s 
3 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

Q. 

A. 

Direct Testimony of Steven C. Carver 
Docket No. T- 105 1 B-99- 105 

December 1999. So, using USWC’s “December times 12” methodology, the Company’s 

annualization appears to be based on 264 workdays (22 workdays * 12). 

In comparison, the Staffs regular pay annualization was based on the average basic pay per 

employee for the three months of October through December 1999. The average number of 

workdays during this period was 21.33 days (i.e., a simple average of 21 + 21 + 22 workdays, 

respectively), resulting in about 256 annual workdays (21.33 workdays * 12). This level is 

comparable to the annual workdays actually experienced by US WC over the past several years, 

which have ranged between 254 and 256 workdays. Based on my calculations, the difference 

between the Company and Staff proposed levels of regular pay is primarily attributable to this 

workday effect. 

Is a companion adjustment to ACC Staff Adjustment C-1 1 required to recognize associated 

employee benefit and payroll tax effects? 

No. This adjustment already incorporates benefit and payroll tax effects, such that a separate 

“companion” adjustment would neither be necessary nor appropriate. 
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INCENTIVE COMPENSATION 

Why is ACC Staff Adjustment C-12 necessary? 

ACC Staff Adjustment C-12 removes a portion of the accruals for the incentive compensation 

plans offered by the Company during the test year. This adjustment eliminates the Company's 

test year expense for the Short-Term Incentive Plan ('ISTIP''), the Long-Term Incentive Plan 

("LTIP"), the Annual Bonus Plan (I'AE3PI') and the IT-Career Structure Bonus. 

Why have you proposed to disallow costs associated with these incentive plans? 

In general, there are several reasons why I believe this adjustment is warranted in the current 

proceeding. First, a significant proportion of the incentive plan targets focus on USWC's 

corporate-wide financial results. As USWC achieves the higher financial targets, the related 

cost of the Company's discretionary incentive compensation plans should be funded from the 

increased levels of net income, net cash flow and revenues, rather than through the prices 

charged to USWC's Arizona customers. 

Second, one of the objectives of these incentive compensation plans is to focus attention on 

service quality (i.e., using customer value analysis and wholesale service quality measures). 

As discussed subsequently herein, the Company was unable to meet many of its own service 

quality targets nation-wide, without regard to the quality of USWC's service in the State of 

Arizona. In my opinion, these deficiencies do not support the recovery of the costs of incentive 

compensation programs specifically designed to measure the improvement in quality and cost 

performance. 

What is incentive compensation? 

In general terms, incentive compensation is a form of monetary reward to company employees 

who achieve predetermined goals and objectives. This form of compensation is considered to 
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be discretionary or “at risk” to the employee as the amount paid from year to year is neither 

fixed, regular nor even certain to occur. 

Does US WC view its incentive compensation plans as a discretionary form of compensation? 

Yes. In response to Data Request No. UTI 2-17, the Company referred to incentive 

compensation as a fully discretionary component of the employee compensation package. 

When asked to define the phrase “fully discretionary component” as used in this context, the 

Company indicated: 

Annual Bonus administrative guidelines explain: THE ANNUAL BONUS 
PLAN DOES NOT GUARANTEE THAT ANY AMOUNT OF 
COMPENSATION WILL BE PAID TO ANY EMPLOYEE. U S WEST, AT 
ITS SOLE DISCRETION, HAS THE RIGHT TO MODIFY, CANCEL, OR 
WITHHOLD PAYMENTS UNDER THE ANNUAL BONUS PLAN, IN 
ACCORDANCE WITH APPLICABLE LAW, DUE TO CHANGING 
MARKET CONDITIONS, INDIVIDUAL PERFORMANCE, AND 
GENERAL BUSINESS NEEDS. 
[Data Request No. UTI 17- 19(a), Original Emphasis] 

How much incentive compensation expense has USWC recorded during the test year and 

proposed to include in the calculation of revenue requirement? 

The following table sets forth the amount of incentive compensation expense (i.e., on a total 

Arizona basis) embedded in the test year operating results, as adjusted for the out-of-period 

correcting entries identified by the Company in response to Data Request No. UTI 43-20: 
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Total Arizona 

Out-of-Period Adjusted 
Description As Recorded Adjustments Test Year 

Annual Bonus Plan 

Net Cash Flow 

Revenue 

US WC Net Income 

Business Unit Results 

Customer Value Analysis 

Total ABP 

Performance Bonus Plan 

Total Management Team Awards 

Occupational Team Awards 

Merit Awards 

IT-Career Structure Bonus 

Short-Term Incentive Plan 

Long-Term Incentive Plan 

Total 

Sources: USWC confidential responses to UTI 60-13, RUCO 29-1431 UTI 59-25 
and response to UTI 43-20. 

In comparison, the global EOP annualization of salaries and wages resulted in the inclusion 

of- of incentive compensation in the company’s proforma operating expenses. 

[See USWC confidential response to Data Request No. UTI 63-5.1 
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Are you proposing the disallowance of all test year expense associated with the Company’s 

incentive programs? 

No. The Staff is not proposing to eliminate the test year costs associated with Merit Awards 

or Performance Bonus Plan. Also, ACC Staff Adjustment C-12 only adjusts the occupational 

team awards to reflect the out-of-period correction identified by USWC. However, ACC Staff 

Adjustment C-12 does propose that the remaining incentive plan costs be disallowed for 

ratemaking purposes. 

Could you briefly describe the various incentive compensation pay plans available to US WC 

employees that are the subject of Staff’s disallowance recommendation? 

Yes. USWC maintains several incentive compensation plans that are available to employees. 

The following general discussion of each plan was supplied in USWC’s response to Data 

Request No. UTI 2-17 and UTI 60-1 1 : 

0 Long-Term Incentive Plan (LTIP). The LTIP bonus opportunity is based on a three- 
year average of Company performance beginning with the year of the LTIP grant date. 
This plan was designed to promote long-term strategic behavior. 

0 Short-Term Incentive Plan (STIP). This plan provides incentive pay for officers of 
the Company. The STIP plan in effect during the test year provided an opportunity for 
annual cash bonus pay-outs based on Company performance measures approved by the 
Board of Directors. The pay-outs may be adjusted for personal performance. Any 
compensation granted pursuant to this plan may be above or below an executive’s 
target opportunity. 

a Annual Bonus Plan (AI3P). The AI3P incentive plan is a fully discretionary 
component of the total compensation package for managers below the officer rank. 
The AE3P promotes the growth and profitability of U S WEST by encouraging 
employees to strive to produce increasingly successful business results. The Board of 
Directors approves the corporate component of the bonuses, which uses the s m e  
measures as the executive STIP. 
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The rationale for Staff‘s proposed disallowance of incentive compensation costs will be 

discussed in the following testimony subsections. 

IT-Career Structure Bonus 

Q. Could you explain why your description of the Company’s various incentive compensation 

plans did not discuss the IT-Career Structure Bonus plan? 

Yes. I recall only recently becoming aware of this particular plan, following the receipt of the 

Company’s responses to Data Request Nos. RUCO 29-14s 1 and UTI 53-3 in late July 2000. 

In addition to the pending Arizona rate proceeding, I participated in a US WC rate case in New 

Mexico in which hearings were recently completed (NMPRC Utility Case No. 3008). During 

my review of the Company’s incentive compensation plans in both of these proceedings, I do 

not recall any identification of the existence of this plan, much less the provision of any plan 

documentation or information concerning related plan costs, until recently. 

A. 

Q. Do the responses to Data Request Nos. RUCO 29-1481 or UTI 53-3 provide any narrative 

information concerning this particular plan? 

Yes. The non-confidential portion of the response to Data Request No. UTI 53-3 refers to and 

provides a copy of the business unit component of the IT-CS Bonus Plan and the ABP. The 

supplemental response to Data Request No. RUCO 29- 14s 1 contains the following passage: 

A. 

In addition, the IT-Career Structure Bonus Plan has also been added for the 
year 1999. In the year 2000, the IT-Career Structure Bonus Plan transfers to the 
affiliate. 
[Data Request No. RUCO 29-14813 

Q. 
A. 

Does ACC Staff Adjustment C- 12 eliminate the cost of this particular plan? 

Yes. This Staff adjustment eliminates the cost of this plan for two reasons. First, as indicated 

in the preceding quote from Data Request No. RUCO 29- 14s 1, this plan will be transferred 

to an affiliate in the year 2000. 
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Second, although the Company has failed to provide detailed plan documentation and other 

related information concerning the composition of this plan, it appears that the IT-Career 

Structure Bonus Plan is just another combination of the business unit and corporate 

components of the ABP, which will be discussed further in a separate subsection. Without 

additional information beyond that supplied in these responses, it is difficult to engage in any 

meaningful review of the plan and assess whether the costs thereof should be charged to the 

Company’s regulated ratepayers. 

Low-Term Incentive Plan 

Q. Could you briefly explain why you have proposed to disallow the test year expense associated 

with LTIP? 

LTIP was structured as an overlapping three-year plan. For example, the 1997 LTIP 

encompassed the period 1997-1999, while the 1998 plan covered calendar years 1998-2000. 

However, according to the response to Data Request No. UTI 60- 12, the LTIP terminated with 

the consummation of the merger and has been replaced with a plan that relies exclusively on 

stock options, which generates no operating expense. As a result, the Company no longer 

expects to record any LTIP expense. Because of the LTIP termination, ACC Staff Adjustment 

C-12 removes the test year recorded expense as a non-recurring cost. 

A. 

Q. If the plan had not been terminated and replaced by a stock plan that does not effect operating 

expense, do you believe that it would still have been appropriate to remove these costs from 

the test year? 

Yes. Based on my review if the components of the LTIP, I would nevertheless have 

recommended the disallowance of these expenses. However, because of the conditions 

surrounding the termination of this plan, there is no need for a detailed discussion of the 

various LTIP components. 

A. 
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Short-Term Incentive Plan 

Q. 
A. 

Please identify the performance measures that comprise the STIP. 

The following table summarizes the formula and factors of performance that comprise the 1999 

STIP: 

Short-Term Incentive Plan 

Weight Component 

Financial: 

20% * NetIncome 

20% * Net Cash Flow 

20% * TotalRevenue 

60% Total Financial 

Service: 

30% * Consumer CVA (10%) 
* Small Business Group CVA (10%) 
* Bus. & Gov’t Services CVA (10%) 

10% Wholesale Service Quality Measures 

100% Total 

Source: USWC response to Data Request No UTI 60-1 1. 

As indicated in this table, the STIP provides a weighting of 60% for financial measures (net 

income, net cash flow and total revenue), 30% Customer Value Analysis and 10% Wholesale 

Service Quality. 

Q. Do you recommend that the ACC allow the Company to recover the portion of its STIP costs 

associated with USWC’s financial measures? 

No. I do not believe that the Commission should allow USWC to recover from ratepayers the 

cost of incentive compensation plans that focus heavily on the achievement of increasing 

A. 

UTILITECH, INC. Page 45 



m 
I 
I 

Direct Testimony of Steven C. Carver 
Docket No. T-1051B-99-105 

t 
I 
I 
I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

financial targets and enhancing corporate profitability. Further, the financial measures 

included in the STIP and ABP pertain to the Company’s operations in all jurisdictions - not 

just the Company’s Arizona operations. Although individual State results are factored into the 

financial targets and achievement levels, the Company’s Arizona operations are not tracked 

separately or explicitly considered in the incentive compensation calculations. As a result, the 

opportunity for the Company’s Arizona employees to materially influence corporate-wide 

financial results is limited, since Arizona represents about 15% of the Company’s regulated 

operations. 

Q. 
A. 

How have these financial measures changed over time? 

According to the confidential responses to Data Request Nos. UTI 2- 17 and UTI 60- 1 1, the net 

income targets have increased significantly over the past several years: 

($ in millions) Net Income Net Cash Flow Total Revenue 

Target Actual Target Actual Target Actual 

1999 m m  rn rnm- 
1998 m m m m m m  
1997 m m  m m  m m  
1996 m m  I- 
Sources: Confidential responses to Data Request Nos. UTI 2-17 & UTI 60-1 1. 

During the period 1997 through 1999, USWC has met or exceeded the 100% targets for the 

applicable financial components. 

Q. 
A. 

Could you briefly describe the service quality component of the STIP? 

Yes. The portion of the 1999 STIP that considers service quality relies heavily (30% weight) 

on a Customer Value Analysis (“CVA”). The CVA represents the results of- 
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So, in the traditional sense, the 

CVA does not directly evaluate the timeliness or adequacy of service installations, changes, 

repairs or overall quality of the specific service provided to Arizona customers. Instead, the 

-. In 1999, the Company only exceeded the minimum target payout level 

for - CVA “service” elements. [See confidential Data Request No. 60-1 1 .] 

The Wholesale Service Quality Measure addresses USWC’s ability to meet - 
According to the 1999 STIP results, USWC’s performance achievements - 
Consequently, the Wholesale Service Quality weighted payout level for the 1999 STIP was 

-. [See the confidential response to Data Request 

NO. UTI 60-1 1 .] 

Do either the CVA or the Wholesale components focus on assessments of service quality in 

Arizona? 

No. Like the corporate financial component, both of these service quality measures are based 

on total Company results. [Data Request No. UTI 18-27.] 

What is your recommendation concerning the inclusion of the service quality component of 

the STIP? 
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A. During 1999, the Company’s confidential response to Data Request No. UTI 60-1 1 indicates 

that the STIP achieved a weighted payout of = as compared to the 100% target level. 

Concerning the STIP service quality components, the results for - 
This resulted in the financial components contributing = of the = pay-out level 

achieved in 1999, with the service components making up the remaining =. As a result, 

the financial components, which constitute only 60% of the STIP weighting, actually 

comprised of the STIP pay-out. Given the heavy financial weighting and the extensive 

reliance on = to evaluate service quality, I recommend that the entire cost of the STIP 

recorded during the test year, including the service quality component, be eliminated for 

ratemaking purposes. 

Annual Bonus Plan 

Q. 
A. 

What are the performance measures underlying the ABP? 

The AE3P is comprised of both corporate measures and business unit results, as shown below: 

Annual Bonus Plan 

Weight Component 

Corporate Component (aka STIP): 

20% * NetIncome 

20% * NetCashFlow 

20% * TotalRevenue 

60% Total Financial 

40% Individual Business Unit Results 

100% Total 

Source: USWC response to Data Requests UTI 60-1 1. 
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Q. 

A. 

Q. 

A. 

As indicated previously, the ABP corporate measures are the same as the executive STIP. So, 

the Staff proposes to handle the regulatory recovery of the corporate component of the ABP 

in the same manner as was discussed with the STIP. The individual business unit results 

component is unique to the ABP. 

Should the financial and CVA components of the ABP be disallowed for the same reasons as 

discussed in the portion of your testimony concerning the STIP? 

Yes. 

Could you explain the “Individual Business Unit Results” which receive a 40% weighting in 

the ABP? 

Unfortunately, I can only provide limited information concerning this element of the ABP. For 

calendar years 1997 through 1999, Data Request Nos. UTI 2- 17 and UTI 60- 1 1 sought detailed 

information for each incentive compensation plan including information presented to 

employees and other participates as well as plan descriptions and objective measures of 

performance. Data Request No. UTI 60-14 specifically sought, in part, a copy of the 

information distributed to employees and other plan participates in 1999 that discuss and 

describe each individual business unit component of the ABP. With regard to the request for 

information distributed to plan participates, the response to Data Request No. UTI 60-14 

stated: 

Individual business units handle the communication of the ABP to the 
individual employees. No copies are available. Please refer to response to UTI 
53-02 Confidential Attachment B for information provided at employee 
orientation regarding ABP .... 
[Data Request No. UTI 60- 14(7)] 

The referenced Attachment B (Data Request No. UTI 53-2) is comprised of only four 

presentation slides that convey general overview information about the structure of the ABP. 
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This material does not contain any information specific to the goals and objectives for the 

individual business unit. Rather than supplying documentation that would convey a more 

comprehensive understanding of the individual business unit process, the Company has 

represented that “no copies” of the information provided to employees is available in support 

of this component that receives a 40% weighting in the ABP. 

However, the response to Data Request No. UTI 60-14 does provide a general listing by 

business unit of the performance targets, weighting factors and achieved results for the 1999 

plan year. In some instances, this data provides an explanation of the business unit targets 

while other business unit summaries only provide a “one line” listing of each objective. 

Although each individual business unit is responsible for maintaining and communicating their 

own ABP, USWC has not been able to provide even a representative sampling of any specific 

employee communications. Without this information, I believe that it is impossible for the 

Staff or any other party to evaluate the reasonableness of the business unit component of the 

ABP and consider the propriety of ratemaking recovery of the related incentive compensation 

costs. As a result, I am recommending full disallowance of this ABP component. 

Q. If the Company were to produce the requested employee communications at a later stage of this 

proceeding, would you be willing to reconsider your proposed disallowance? 

No. This concern was also raised in the Company’s New Mexico rate case. Overall, the 

Company has now had months to search its records and locate the requested employee 

communications that should be in USWC’s possession and control. For the Staff to have any 

reasonable expectation to review, evaluate and submit follow-up discovery regarding the 

business unit target objectives, the Company should have provided such information long ago. 

I do not believe that USWC should be allowed to gain any advantage, at the expense of the 

A. 
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Staff and the Company’s ratepayers, by producing responsive information after the filing of 

S td f  s direct evidence. 

Q. Have you attempted to review the confidential business unit information supplied in response 

to Data Request No. UTI 60-1 4 in order to evaluate whether some portion of the ABP business 

unit costs should be allowed? 

Yes. I have reviewed the confidential information supplied in response to Data Request No. 

UTI 60-14. Although the information supplied provided less than detailed information in 

many respects, a significant segment of the business unit objectives were, overall, tied to 

largely undefined financial performance measures - as contrasted with specific work duties 

or traditional service quality measures. As a result, ACC Staff Adjustment C-12 proposes a 

full disallowance of the Business Unit portion of the ABP incentive program. 

A. 

Additional Considerations 

Q. Do you have any other comments for the Commission to consider relative to the treatment of 

incentive compensation for ratemaking purposes? 

Yes. In general terms, forms of incentive Compensation represent methods of providing 

monetary compensation to the work force through an unguaranteed bonus or alternative 

compensation program, in addition to base wages. These programs are typically tied, in part, 

to targeted financial results, service quality and employee performance. The ratemaking 

recognition of incentive compensation serves to virtually eliminate company risk of loss for 

the amounts included in revenue requirement, at ratepayer expense. 

A. 

Theoretically, employees are motivated to perform well because, if the incentive target levels 

are not achieved, they will not receive incentive compensation pay. Recognizing that merit 

increases, workforce reductions and promotions affect a company’s total payroll costs, it is 

generally accepted that employees will continue to receive their base compensation irrespective 
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of the company’s earnings or achieved target levels, provided their work continues to be 

satisfactory. However, incentive programs require certain conditions other than satisfactory 

work to precede or trigger the pay-out of the bonus compensation, thereby presumably placing 

an employee “at risk” for that portion of hisher compensation. 

If minimum targets or thresholds are not met, employees do not receive incentive payments and 

the amount of incentive compensation included in rates only increases the Company’s profits. 

If the targets met are at levels lower than those reflected in rates, employees only receive 

incentive payments commensurate with levels actually achieved and any difference increases 

Company profits. Regardless of the level of incentive Compensation included in the cost of 

service, ratepayers would nevertheless be required to fund the allowed level of incentive plan 

costs - regardless whether the intended benefits were realized or any pay-outs occurred during 

the period rates were in effect. 

Under each of these situations, ratepayers would be “at risk” to fund the incentive plan costs 

included in regulated rates regardless of pay-out, while employees would be “at risk” because 

targets might not be achieved for any number of reasons. At the same time, any incentive pay- 

outs below the levels included in and recovered through revenue requirement would flow 

through and contribute to the Company’s net income. 

By setting rates to include incentive compensation, the annual intra-company debate would be 

who gets the ratepayers’ money - the employees or the Company and its shareholders. In my 

opinion, shareholders benefit through increased profits, revenue and cash flow resulting from 

employees improving their performance in pursuit of incentive compensation payments. As 

such, shareholders should be “at risk” or responsible for the potential incentive compensation. 

In my opinion, the inclusion of incentive compensation in rates would not put shareholders “at 

risk”. 
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Can the Company decide to forego or reduce plan pay-outs? 

Yes. USWC has reserved the right to forego or reduce the pay-outs otherwise due under the 

plan. Although there has not yet been a plan year in which the entire corporation has received 

no incentive pay-out, the entire corporation has received downward pay-out adjustments based 

on non-performance. [See US WC response to Data Request No. UTI 25- 1 91 

What has been the annual level of incentive compensation expense over the last several years? 

In the confidential responses to Data Request Nos. UTI 2-5, UTI 2- 17 and RUCO 29- 14s 1, 

USWC provided the annual total Arizona amounts of incentive compensation expense, as set 

forth in the table below: 

Period Amount 

1996 

1997 

1998 

1999 

Sources: Data Request Nos. UTI 2-5, 
UTI 2-17 and RUCO 29-1431 

As illustrated by this confidential information, the level of incentive compensation recorded 

by USWC in Arizona has decreased by 25% since 1997 and is the lowest level in this four year 

period. Although the Company’s response to Data Request No. UTI 43-20, Attachment J, has 

indicated that the test year accruals should be adjusted to reverse the effect of out-of-period 

true-ups, the available information does not allow for each prior year to be similarly adjusted 

to reclassify out-of-period true-ups for consistent comparison purposes. 

If existing rates had been set on the levels experienced during 1997, USWC would have 

continued to collect said amount through rates during the years 1998 and 1999 even though the 
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actual expenses under the plans were substantially lower. In effect, US WC would retain the 

difference, while ratepayers would continue to provide funds commensurate with the higher 

levels. As indicated in the confidential response to Data Request No. UTI 63-5, USWC’s EOP 

annualization approach would result in proforma incentive compensation expense of =, before allocation to intrastate. 

Q. Does the Company agree with your views regarding the benefits and costs of incentive 

compensation? 

Apparently not. In response to Data Request No. UTI 25-18, USWC provided the following 

explanation of how customers benefit from incentive compensation: 

A. 

As explained in the response to UTI 17-19, the regulatory customer benefits 
from incentive compensation because such compensation encourages higher 
levels of performance. There are many ways that high level of performance 
benefits customers. For example, customers may receive better service or the 
cost of that service may be lower as a result of employee efficiency. On the 
other hand, if employees do not earn the incentive compensation, USWC’s 
expenses are reduced. The customer benefits from reduced expenses because 
reduced expenses ultimately translates into reduced cost of service for rate 
setting purposes. 
[Data Request No. UTI 25-1 8(a)] 

This response seems to communicate a view that ratepayers stand to benefit regardless whether 

the incentive plans are successful. On one hand, this response indicates that if the plans are 

successful in improving service or reducing costs, ratepayers benefit. At the same time, the 

Company seems to state that even if the goals are not met and employees do not receive any 

incentive pay, ratepayers would still benefit because expenses are lower due to the non- 

payment of incentive compensation. This is a classic “heads I win, tails you lose” situation that 

would seem to benefit ratepayers, using the Company’s logic. In fact, this same discovery 

response goes on to state, in a somewhat contradictory manner, that ratepayer benefits are not 
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contingent on whether the Company has a rate case pending in which the reduced cost of 

incentive compensation can be flowed through to ratepayers: 

No, the answer to part a. does not depend on whether USWC has a rate case 
pending. It may depend on whether the reduced expense is reflected in either 
a pending rate case or a rate case to be filed. 
[Data Request No. UTI 25-1 8@)] 

In the absence of a rate proceeding to pass on the reduction in incentive costs to ratepayers, I 

find it very difficult to envision exactly how USWC's customers could enjoy a potentially 

multi-million dollar reduction in expense or somehow benefit by the Company not meeting the 

target objectives. To the extent that ratepayers fail to receive the products/ services or 

efficiencies that were targeted within USWC's strategic goals, it would seem that ratepayers 

would be in the unenviable position of: (a) having to fund levels of incentive pay that is not 

paid out to employees because (b) the target objectives were not met that (c) should have 

resulted in alleged ratepayer benefits that (d) never materialized. In any event, it is my opinion 

that the reasoned regulatory approach would be to simply adopt the Staffs proposed 

disallowance of incentive costs. 

Q. 
A. 

Do you believe that the Company should terminate its incentive plans? 

No. The important point to recognize is that predefined target levels serve as the trigger 

mechanism for these plans. If these costs are inappropriately included in revenue requirement, 

the incentive amounts fkom the ratepayer's perspective become just another form of "base" 

compensation to employees, or an increased return to shareholders if pay-outs are not made. 

In other words, assuming rate recovery is allowed, ratepayers would pay the cost of the 

incentive plans regardless of whether any pay-outs are made to employees or any benefits 

actually arise. 
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It is not the S W s  intention or desire to interfere with management’s discretion in designing 

or applying the terms and conditions of employee compensation plans. So, the Staff is not 

recommending that these incentive plans be terminated. However, the Staff does recommend 

that the costs associated with certain components of these plans be excluded from the 

determination of overall revenue requirement in this proceeding. 

Q. Do you have any further comments with regard to the incentive compensation expense 

recorded during the test year? 

Yes. In response to Data Request No. UTI 43-20, Attachment J identified certain journal 

entries recorded during the test year that corrected incentive compensation accruals originally 

booked in calendar years 1997 and 1998. Because these journal entries relate to prior periods, 

it would typically be appropriate to reverse the effect of those out-of-period true-ups from the 

test year. The reversal adjustment quantified by the Company would increase intrastate 

operating expense by about $1.6 million. 

A. 

In response to Data Request No. UTI 59-24, the Company explained that it accrues for 

management and occupational team awards in the year prior to actual pay-out. This timing 

process is necessary because the actual achievements under the various incentive plans are not 

known or precisely quantifiable until after the close of the plan year. In any event, this 

response also explained that: 

These accruals are generally based on assumptions that the Company will meet 
all of its targeted objectives and will, therefore, payout 100% of the team award 
accruals. 
p a t a  Request No. UTI 59-24] 

On a related matter, the response to Data Request No. 59-23 explains that the Company has 

not recorded any true-up entries in January through May 2000 that adjust the incentive 

compensation accruals recorded during the 1999 test year. While I have no reason to question 
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this response, it does raise questions about the reasonableness of the accruals recorded during 

the test year. 

Q. Please explain. 

A. If the incentive compensation accruals recorded during 1999 were based on an assumption that 

the Company would, on average, achieve1 00% of the target results, the test year accruals may 

be excessive. In the confidential responses to Data Request Nos. UTI 60- 1 1 and UTI 60- 14, 

the Company provided specific information regarding the targets and objectives for the various 

incentive plans. Needless to say, it does not appear that the average levels achieved during the 

1999 plan year met or exceeded 100% of the target level. 

As a consequence, the Company may yet record correcting or true-up journal entries later in 

the year 2000 or 2001 with downward revisions to the 1999 accruals for incentive 

compensation expense. In the event that the Commission does allow the Company to recover 

the test year levels of incentive compensation “as recorded” during 1999, such amounts may 

be excessive and overstated. 

1 
I 
I 
1 
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SOP 98-1 (Internal-Use Software) 

Please describe ACC Staff Adjustments C-13 and B-2. 

ACC Staff Adjustment C- 13 recognizes the effect of recent changes in accounting for the cost 

of computer software developed or obtained for internal use. This adjustment, in conjunction 

with ACC Staff Adjustment B-2, also reflects the Company’s correction to its test year 

accounting for internal use software. 

Please describe this recent accounting change. 

The following discussions, which appear in USWC’s 1998 and 1999 SEC Form 1 0-K Annual 

Reports, provide concise summaries of this accounting change and the related effects on the 

Company’s results of operations: 

1998 SEC 10-K 
On January 1, 1999, we adopted the accounting provisions required by the 
American Institute of Certified Public Accountants’ Statement of Position 
(“SOP”) 98-1, “Accounting for the Costs of Computer Software Developed or 
Obtained for Internal Use,” issued in March 1998. SOP 98-1, among other 
things, requires that certain costs of internal use software, whether purchased 
or developed internally, be capitalized and amortized over the estimated useful 
life of the software. 

Based on information currently available, adoption of the SOP may result in an 
initial increase in net income in 1999 of approximately $100-$150 [million]. 
In periods of adoption, if software expenditures remain level, the impact on 
earnings will decline until the amortization expense related to the capitalized 
software equals the software costs expensed prior to the accounting change. 
WS WC 1998 SEC Form 1 0-K, p. 161 
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1999 SEC 10-K [all amounts in millions] 
COMPUTER SOFTWARE. On January 1 , 1999, we adopted the accounting 
provisions required by the American Institute of Certified Public Accountants' 
Statement of Position ("SOP") 98-1, "Accounting for the Costs of Computer 
Software Developed or Obtained for Internal Use". SOP 98-1, among other 
things, requires that certain costs of internal use software, whether purchased 
or developed internally, be capitalized and amortized over the estimated useful 
life of the software. Capitalized computer software costs of $544 and $1 80 at 
December 3 1 , 1999 and 1998, respectively, are recorded in property, plant and 
equipment and other assets - net. Amortization of capitalized computer 
software costs totaled $104, $82 and $78 in 1999,1998 and 1997, respectively. 
WSWC 1999 SEC Form 10-K, p. F-6, FreeEdgar.com] 

All non-governmental entities were required to implement this accounting change for fiscal 

years starting after December 15,1998. Accordingly, USWC adopted SOP 98-1 on January 

1 , 1999, for financial reporting purposes, but not for regulatory accounting purposes. 

Q. Why did SOP 98-1 require the capitalization and amortization of the cost of internal use 

software? 

According to the Accounting Standards Executive Committee, the SOP 98-1 project was 

undertaken because of inconsistent accounting for software costs. The following historical 

information was extracted from the Introduction and Background section of SOP 98- 1 : 

A. 

1. The Financial Accounting Standards Board (FASB) issued Statement of Financial 
Accounting Standards No. 86, Accounting for the Costs of Computer Software to Be 
Sola', Leased or Otherwise Marketed, in 1985. At that time, the FASB considered 
expanding the scope of that project to include costs incurred for the development of 
computer software for internal use. The FASB concluded, however, that accounting 
for the costs of software used internally was not a significant problem and, therefore, 
decided not to expand the scope of the project. The FASB stated that it recognized that 
at that time the majority of entities expensed all costs of developing software for 
internal use, and it was not convinced that the predominant practice was improper. 

2. Because of the absence of authoritative literature that specifically addresses 
accounting for the costs of computer software developed or obtained for internal use 
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Q. 
A. 

Q. 

A. 

and the growing magnitude of those costs, practice became diverse. Some entities 
capitalize costs of internal-use computer software, whereas some entities expense costs 
as incurred. Still other entities capitalize costs of purchased internal-use computer 
software and expense costs of internally developed internal-use computer software as 
incurred. 

3. The staff of the Securities and Exchange Commission (SEC) and other interested 
parties have requested that standard setters develop authoritative guidance to eliminate 
the inconsistencies in practice. In a November 1 994 letter, the Chief Accountant of the 
SEC suggested that the Emerging Issues Task Force (EITF) develop that guidance. 
However, the EITF and the Accounting Standards Executive Committee (AcSEC) 
agreed that AcSEC should develop the guidance. 
[SOP 98-1, p.71 

In addition to improving the comparability of financial data between entities, AcSEC expressed 

the belief that 

“...the costs of computer software developed or obtained for internal use are 
specifically identifiable, have determinate lives, relate to probable future economic 
benefits (FASB Concepts Statement No. 6) ,  and meet the recognition criteria of 
definitions, measurability, relevance, and reliability (FASB Concepts Statement No.5). 
[SOP 98-1, par.641 

Has the FCC adopted SOP 98-1 for interstate regulatory purposes? 

Yes. In an order issued on June 30, 1999, the FCC adopted SOP 98-1. 

Are you recommending that the ACC adopt capitalization accounting for internal use software 

because the Company has been required to adopt SOP 98-1 for both external financial 

reporting purposes and FCC regulatory purposes? 

No. In general terms, costs which relate solely to the current period should be expensed as 

incurred. Costs incurred during the current year that relate to prior years should also be 

expensed. However, those costs that provide identifiable benefits or otherwise relate to more 

than one future period should be capitalized and amortized over the expected benefit period. 
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Nevertheless, the mere recognition of a cost as a current period expense does not necessarily 

equate to inclusion in rates. For example, the regulatory process typically eliminates operating 

expenses associated with prior periods. Similarly, the level of certain costs recorded as 

expense in a particular test year may be abnormal @e., too high or too low), thereby requiring 

normalization adjustments to reff ect reasonable ongoing levels. 

Q. During 1999, did USWC account for the cost of internal-use sofiware differently in its 

financial accounting records than in its regulatory accounting records? 

Yes. For financial accounting purposes, the Company capitalized the cost of internal-use 

software costs, consistent with SOP 98-1 as noted in the earlier SEC 10-K excerpts. At that 

time, USWC continued to expense the costs of internal-use s o h a r e  in its regulatory books of 

accounts. However, following the FCC's adoption of SOP 98-1, the Company similarly 

modified its accounting for the interstate portion of its regulated operations to reflect this 

change in capitalization, but continued to expense the portion of those same costs allocated to 

its intrastate operations. 

A. 

- 

Q. Could you explain how the Company can use different accounting treatments for the same 

item in its accounting records? 

Yes. USWC maintains and reports its financial results using accounting methods that may 

treat certain transactions differently for financial reporting, FCC reporting and State regulatory 

reporting purposes. The Company's financial reporting records are maintained on what is 

generally referred to as an "FRI (or financial reporting) basis, consistent with Generally 

Accepted Accounting Principals (or "GAAF'"). The Company's financial results in Arizona 

are initially prepared and maintained consistent with FCC accounting requirements. These 

results are generally identified as being presented on an "MR" basis. Any differences in 

accounting treatments or requirements that exist between the FCC and State regulatory 

agencies are accounted for in the Company's "offbook" or side records, thereby allowing for 

A. 
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specific tracking and consideration of these differences in State regulatory proceedings. The 

Company's "JD" reports reflect the accounting presentation that incorporates any 

"jurisdictional" accounting differences with the FCC and is consistent with State accounting 

requirements. While it is not as complicated as it may seem, USWC has adopted SOP 98-1 

and accounts for the capitalization of internal-use sofhvare for both "FR" and "MR" accounting 

purposes, but continues to expense these costs for "JD" accounting purposes in the absence of 

a Commission decision adopting SOP 98-1 for intrastate regulatory purposes. 

Q. Why does the Company report its operating results to the financial community on a different 

basis than is reported to the FCC? 

As indicated in USWC's 1993 annual report to the Securities and Exchange Commission (SEC 

1 0-K), the Company incurred a non-cash, extraordinary charge of $3 .O billion, net of income 

taxes, in conjunction with its decision to discontinue accounting for its operations in 

accordance with Statement of Financial Accounting Standards No. 7 1 (FAS71), "Accounting 

for the Effects of Certain Types of Regulation." The Company's decision to discontinue the 

application of FAS71 "was based on the belief that competition, market conditions and the 

development of broadband technology, more than prices established by regulators, will 

determine the future revenues of the Company." As a result of this change, the operating 

results reported to the financial community diverge from the results reported for regulatory 

purposes, because the Company's regulatory accounting and reporting methods were not 

affected by this change. So, the Company began maintaining different accounting records for 

financial reporting purposes than for regulatory purposes. 

A. 

Q. The earlier quotes from USWC's 1998 and 1999 SEC 1 0-Ks, indicated that the adoption of the 

SOP 98-1 would result in increased net income during 1999. Has the Company proposed to 

reflect the Arizona share of this increase in net income in its proposed revenue requirement? 
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No. According to the response to Data Request No. UTI 13-21, USWC has neither proposed 

nor intends to seek Commission approval to recognize this accounting change for intrastate 

regulatory purposes. 

What is USWC’s current estimate of the annual software costs to be shifted between expense 

and capital accounts? 

Initially, USWC’s response to Data Request No. UTI 13-21 estimated that, on a total USWC 

basis, the Company would capitalize between $340-$390 million in 1999. USWC’s 1999 

SEC 10-K stated that the Company had capitalized $544 million of internal-use software costs. 

However, the Company’s confidential responses to other Staff discovery requests indicate yet 

a different level, which falls within this range. [See USWC responses to Data Request Nos. 

UTI 13-21 and UTI 64-4.1 

How much of this shift between expense to capital accounts during 1999 occurred on an 

Arizona intrastate basis? 

Although USWC began accounting for the effect of SOP 98-1 for MR basis accounting 

purposes in 1999, the actual test year amounts recorded in Arizona reflect various accruals, 

reversals and corporate prorate misallocations. Based on the available information, it seemed 

more appropriate to allocate total US WC amounts to Arizona intrastate operations, rather than 

rely on questionable test year data. 

ACC Staff Adjustment C- 13 presents the quantification of this apportionment and allocation 

process. Using confidential data supplied in response to Data Request No. UTI 64-4, the 

Arizona intrastate portion of this reclassification between expense and capital accounts would 

be approximately -. 
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Q. Do you have any information which addresses why USWC has not sought ACC approval to 

capitalize internal-use software? 

Yes. Data Request No. UTI 13-21(d) specifically requested USWC’s position regarding 

whether this change should be reflected in Arizona revenue requirements. The Company’s 

response to this portion of that discovery request is reproduced below. 

A. 

The company has not petitioned the Arizona Corporation Commission to adopt the 
software capitalization accounting. Since the life for the capitalized s o h a r e  is very 
short, the effect of this accounting on ratemaking is to produce a first year dip in 
revenue requirements followed by a near term turnaround of revenue requirements and 
over time, higher revenue requirements. Furthermore, the change from expensing of 
software to capitalization is not cash affecting, while the ratemaking effect would be 
cash affecting. Given both the short term revenue requirement profile and the fact that 
software capitalization is not cash affecting the Company does not intend to petition 
the Arizona Corporation Commission to adopt this accounting. 
[Data Request No. UTI 13-21(d)] 

Q. Do you have any comments on the Company’s position, as stated in the response to Data 

Request No. UTI 13-2 1 (d)? 

Yes. The Company’s “not cash affecting” position is specious. As indicated in the response 

to Data Request No. UTI 20-12(a), the phrase “not cash affecting” simply means that the 

change in accounting method will not result in any change in the amount or timing of US WC’s 

cash payments to fund s o h a r e  development and modification efforts. Further, the response 

to Data Request No. UTI 20-12(b) confirms that changes otherwise “not cash affecting” 

become “cash affecting” merely by recognizing those accounting changes for ratemaking 

purposes. 

A. 

While these statements are technically true, it is important to recognize that this same “not cash 

affecting” label applies to a variety of other accounting changes for which USWC has 

previously sought regulatory approval and ratemaking treatment. Such items include: 
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capital to expense shifts resulting from the adoption of the “new” uniform system of 
accounts prescribed by the FCC (i.e., Part 32); 
change in accounting from the cash method to the accrual method of accounting for 
compensated absences, merit awards and medical/ dental expenses; 
increase in the capitalization rules from $200 to $500, allowing the expensing of qualifying 
“small value” assets; 
increase in the capitalization rules from $500 to $2,000, allowing the expensing of 
qualifying “small value” assets; 
adoption of revisions to depreciation accrual rates and depreciation reserve deficiency 
amortizations; 
adoption of the FAS87 accrual method of accounting for pension costs; and 
adoption of FAS106, which implemented a change from cash to accrual method of 
accounting for post-retirement benefits other than pensions. 

All of these items, but the adoption of FAS87, had the effect of initially increasing the rates 

charged US WC’s ratepayers. Although those changes were “not cash affecting” until included 

in the ratemaking process, the Company still sought regulatory approval and rate treatment. 

Q. Is it true that adoption of SOP 98-1 will produce a first year dip in revenue requirements 

followed by higher revenue requirements over time? 

Yes. That is a true statement. However, the capital to expense shifts resulting from the 

adoption of FCC Part 32 resulted in higher initial revenue requirements followed by lower 

revenue requirements over time. In order for the Company’s regulated customers to receive 

the full benefit of the capital to expense shift resulting from Part 32 accounting, USWC’s 

intrastate rates would need to continue to be set on the basis of the Company’s cost of 

providing service for at least several more years. Nevertheless, any change in accounting 

method has revenue requirement trade offs. 

A. 

Q. Since you are recommending that internal-use software be capitalized, rather than expensed 

currently, how will the Company recover that investment? 
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With limited exceptions, capital assets are either depreciated or amortized to expense over a 

reasonable period of time. As a result, the capitalized cost of internal-use software will be 

recovered through a multi-year amortization to operating expense. 

What period are you using to amortize these capitalized s o h a r e  costs? 

In response to Data Request No. UTI 15-20, the Company provided a calculation estimating 

the relative revenue requirement effect of adopting SOP 98-1. USWC used a five (5) year 

amortization period in that calculation, which I propose to use for purposes of amortizing such 

costs for intrastate ratemaking. 
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USWC PAYROLL ADJUSTMENT REVERSAL 

Please describe ACC Staff Adjustment C-14. 

ACC Staff Adjustment C-14 reverses a payroll and benefit annualization proposed in the 

Company’s updated filing in this proceeding and identified as USWC Adjustment P-02. 

Why is the elimination, or reversal, of this adjustment necessary? 

The reversal of this adjustment is appropriate for two reasons. First, as discussed previously, 

ACC Staff Adjustment C-1 1 already has the effect of annualizing payroll and benefit expense 

to consistently recognize both wagehalary rates and employee headcounts to levels at year-end 

1999. Second, as discussed herein, this Company adjustment has the effect of inconsistently 

and inappropriately reaching out beyond test year-end to solely recognize two price level 

changes occurring in the year 2000, without similarly reflecting other post-test year changes 

such as growth in revenue levels. 

Could you identify these price level changes? 

Yes. The specific price changes underlying USWC Adjustment P-02 include an increase for 

management employees effective March 1 , 2000, and an increase for occupational employees 

effective August 15,2000. 

Why do you believe that it is inappropriate to recognize the effect of these post-test year 

increases on wage/ salary expense for ratemaking purposes? 

The ratemaking process in the State of Arizona is predicated on the concept of a historic test 

year. Although annualization and normalization adjustments are common in establishing the 

rates charged for regulated service, I do not believe that the Company should be allowed to 

selectively recognize the effect of post-test year changes when the annualized amounts, by 

definition, represent funds which were neither incurred nor expended during the historic test 
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year. In my opinion, it is one thing to annualize payroll expense to recognize the ongoing 

effect of cost changes implemented during the historic test year, but totally inappropriate to 

inconsistently capture isolated events as suggested by the Company. 

Q. Would you agree that the Company will actually be paying the higher wage and salary rates 

by the time the Commission issues its final order in this proceeding? 

Yes. One of the increases has already been implemented and the second will be implement 

shortly after the Staff files its direct testimony. There is no question that the higher wage and 

salary rates will be effective on a prospective basis. However, this does not justify the 

retrospective imposition of this effect on the 1999 test year. 

A. 

As discussed in the test year section of my testimony, the revenue requirement formula is a 

combination of various elements: rate base, operating revenues, operating expenses and capital 

cost rates. When determining the valuation for each of these elements, it is imperative that the 

approach be internally consistent and comparable. Otherwise, any rate change could be 

seriously misstated. 

My test year testimony section contains a series of charts that generally show increasing trends 

in rate base, access lines, employee counts, operating revenues, and operating expenses. 

Certainly, operating expenses and investment have increased, but so have operating revenues. 

Changes in one area that increase revenue requirement might be offset by decreases in other 

areas. A rate proceeding must balance these various elements of the revenue requirement 

formula and avoid the piecemeal recognition of only certain items to the exclusion of others. 

In order to avoid such piecemeal distortions, there are two basic options available in setting 

rates. First, the various components of cost of service can be valued using a relatively stringent 

test year cut-off, as proposed by the Staff. Second, a specific post-test year known and 
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measurable period can be selected which allows all parties to identify the various adjustments 

that might be required in order to consistently match any number of changes occurring outside 

the test year. In a sense, the update of the test year from June 1998 to calendar year 1999 is an 

exercise encompassing an 18 month known and measurable period update. Unfortunately, 

US WC responds, in part, by continuing to reach out well beyond December 1999 into August 

2000 to capture piecemeal wage and salary increases. 

Q. Referring to the test year section of your testimony, you refer to and compare the Company’s 

two revenue requirement filings. Do you believe that this comparison helps illustrate why the 

piecemeal recognition of post-test year changes should be avoided? 

Yes. These two Company filings employ test years that were 18 months apart, but do not 

support a material change in overall revenue requirement. Although the Staff does not concur 

with the Company’s EOP annualization approach in many areas, the fact remains that a 

relatively consistent application of USWC’s ratemaking theories did result in a fairly limited 

change in the Company’s filed revenue deficiencies - evidence demonstrating why piecemeal 

ratemaking should be avoided. 

A. 

Obviously, these two Company test yeas filings employ different valuations for rate base, 

revenues and expenses. While the Staff would likely have proposed any number of 

ratemaking adjustments to either test year, the fact remains that all components of the 

ratemaking formula had changed during this 18 month period - but overall revenue 

requirement was relatively constant. Although there may seem to be some compelling need 

to reach out in a piecemeal fashion to selectively capture post-test year changes, the passage 

of time does not guarantee that revenue requirement will only go upward. 

8 
I 
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PROFORMA DEPRECIATION ANNUALIZATION 

Please describe ACC Staff Adjustments C-15 and B-5. 

ACC Staff Adjustment C-15 represents the annualization of depreciation expense based on the 

depreciable plant included in rate base and the test year update to the depreciation accrual rates 

that were the subject of the Commission in Decision No. 62507 dated May 4,2000 (Docket 

No. T-0105 1B-97-0689). This Staff adjustment represents an incremental change to the 

adjustment quantified in USWC’s update filing. 

USWC’s update also reflected aproforma adjustment to rate base to recognize the depreciation 

reserve and deferred income tax reserve effects of the increase in depreciation expense due to 

the Commission’s May 2000 represcription order. Because US WC did not commence booking 

these revised depreciation rates reflected in ACC Staff Adjustment C- 15 until subsequent to 

the 1999 test year, ACC Staff Adjustment B-1 excludes the proforma effect of US WC’s capital 

recovery adjustment from rate base (i.e.’ accumulated depreciation reserve and accumulated 

deferred income tax reserve). 

How was ACC Staff Adjustment C- 15 quantified? 

Book depreciation was annualized by multiplying the intrastate investment in depreciable plant 

as of December 3 1, 1999, by the updated test year accrual rates (i.e., by plant account) 

discussed by Staff witness Dunkel. The aggregate amount of the proforma depreciation was 

then compared to the sum of USWC’s updated annualization adjustment and the amount of 

depreciation expense recorded in Account 6561 during the test year. 

Why did you quantify the Staff Adjustment C-15 in this manner? 

USWC update Adjustment P-03 contained several errors that were corrected by Staff 

Adjustment C- 1 5 .  First, the Company’s annualization of the proforma effect of the change in 
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book depreciation rates was quantified improperly in USWC’s update filing. Instead of 

quantifying the increment of annualized depreciation on year-end depreciable plant in excess 

of the as recorded or per book amount, the Company effectively multiplied the change in book 

depreciation rates by the end-of-period depreciable investment. The annualization approach 

used in the Company’s update filing failed to capture the full annual depreciation effect of the 

increase in depreciable plant during the test year. Staff Adjustment C-15 corrects this error, 

which USWC also corrected in its response to Data Request No. UTI 52-14. 

Second, USWC update Adjustment P-03 also had the effect of including above-the-line the 

depreciation on FCC Deregulated Services twice. In determining the “per book” test year 

starting point for the update test year, USWC recognized and included about $4.5 million of 

depreciation expense on the FCC Deregulated Services. However, when USWC prepared 

update Adjustment P-03, the Company’s calculations also included an additional $4.1 million 

of annual depreciation without recognizing that the test year already included $4.5 million. 

Staff Adjustment C-15 corrects this error, which USWC also corrected in its response to Data 

Request No. UTI 52-14. 

Were there any other errors in quantifying depreciation expense in the Company’s update filing 

that the Staff has corrected? 

Yes. USWC update Adjustment P-03 also had the effect of annualizing the incremental effect 

of the higher depreciation rates on the depreciable plant associated with the access lines being 

sold to Citizens Utilities Company. Unfortunately, the Company’s quantification of the 

adjustment to remove the access line sale from revenue requirement did not capture the effect 

of this increase in depreciation expense due to represcription. Although US WC did quantify 

the necessary correction in its response to Data Request No. UTI 52-14, the Company’s filed 

update depreciation adjustment is misstated. 
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Did ACC Staff Adjustment C-15 also correct the depreciation associated with the access line 

sale? 

No. ACC Staff Adjustment C-15 does quantify, but does not post, the amount of the updated 

depreciation accrual rates applicable to the depreciable plant sold. In order to more readily 

identify the various components of the access line sale, Mr. Brosch has included the effect of 

this correction in the quantification of ACC Staff Adjustment No. C-29. 

In your opinion, is USWC in agreement with these various corrections or modifications? 

Based on my review of the Company’s responses to Data Request Nos. UTI 52- 14 and UTI 58- 

18, it is my opinion that USWC does concur with these corrections. 

Did the correction of the errors in the Company’s annualization methodology have the effect 

of increasing or decreasing revenue requirement? 

In general terms, the correction of the Company’s annualization methodology by Staff 

Adjustment C-15 had the effect of increasing intrastate revenue requirement. 

Why do you believe that it would not be appropriate to reflect the annual effect of the proposed 

depreciation rate increase in the quantification of rate base? 

By Decision No. 60928 (Docket No. T-O1051B-97-0689), the Commission denied USWC’s 

request for a waiver from A.A.C. R14-2-102 and required the Company to file a rate 

application to enable the Commission to examine all of the Company’s costs, expense and 

revenue levels including the effect of potential changes in depreciation rates. While the 

annualization of depreciation expense for ratemaking purposes should synchronize the new 

depreciation rates with the level of depreciable plant included in rate base, the determination 

of rate base should be valued at December 31, 1999 - as appropriately adjusted for 

eliminations, corrections or other valuation issues. In my opinion, the Commission shouldnot 

reach out more than twelve months beyond test year-end to capture, in isolation, the full 
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proforma annual effect of the change in depreciation rates on the December 3 1,1999, year-end 

balances for the accumulated depreciation reserve and the accumulated deferred income tax 

reserve. Otherwise, test year distortions and mismatched components of the ratemaking 

equation would yield improper results. 

As a result of reversing USWC’s proforma effect on the accumulated depreciation reserve and 

the accumulated deferred income tax reserve, did StafTAdjustment B-5 have the effect of 

increasing or decreasing overall revenue requirement? 

As indicated on ACC Staff Schedule F, Staff Adjustment B-5 increased intrastate revenue 

requirement by about $9 million. 

How does the value of the Staffs annualized depreciation expense compare to the level of 

depreciation actually recorded by the Company during the 1999 test year? 

Referring to ACC Staff Adjustment C-15, the annualized level of intrastate depreciation 

expense (i.e., using the Staff‘s updated test year depreciation accrual rates as applied to year- 

end 1999 depreciable plant) is approximately $323.7 million. During the test year, the Arizona 

intrastate portion of the book depreciation expense actually recorded by USWC was about 

$222.9 million. In effect, the year-end annualization process yields about $100.8 million more 

depreciation expense than was actually recorded during the test year. 

Is the entire increase in depreciation expense of $100.8 million related solely to the change in 

book depreciation rates? 

No. During 1999, the amount of book depreciation expense actually recorded by the Company 

is based on average depreciable investment. As the Company’s investment in depreciable plant 

increases, so does the amount of related depreciation expense. Since USWC has increased the 

level of depreciable investment during the test year, the annualization of depreciation expense 

on year-end investment would be higher than recorded amounts - even if the Commission had 
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not authorized any changes in book rates. So, a portion of the $100.8 million increase in 

depreciation is related to the growth in depreciable plant with the balance due, in theory, to the 

change in depreciation rates. 

Q. Do any of these depreciation amounts consider the offsetting effect of the pending sale of 

US WC's Arizona access lines? 

No . As discussed previously, the amounts discussed in this section of my testimony are based 

on plant investment prior to the effect of the exchange sale. The direct testimony of Staff 

witness Dunkel will discuss other issues related to the magnitude of the depreciation rate 

change and Staff witness Brosch will apply the depreciation effect of the exchange sale. 

A. 
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INTEREST SYNCHRONIZATION 

Q. 
A. 

Please describe ACC Staff Adjustment C-16. 

ACC Staff Adjustment C-I6 synchronizes the interest deduction for income tax purposes with 

the weighted cost of debt and the rate base recommendation of the ACC Staff. This method 

of annualizing interest expense is commonly referred to as interest synchronization. 

Q. Please define interest synchronization. 

A. Essentially, interest synchronization is a method which provides for the allocation of an interest 

expense deduction for income tax purposes to ratepayers equal to the ratepayers' contribution 

to the Company for interest expense, regardless of the Company's actual or estimated interest 

payments to its investors. Since revenue requirement is partially driven by the application of 

a rate of return to the rate base investment, the Company will recover from its ratepayers an 

amount of interest expense equal to the effective weighted cost of debt embedded in that rate 

of return. Thus, ratemaking interest can be quite different from the actual interest expense 

which might otherwise be deductible on a company's consolidated or stand-alone corporate tax 

return. Interest synchronization merely "synchronizes" the ratemaking tax deduction for 

interest with the interest expense ratepayers are required to provide the Company in utility 

rates. 

Q. Did the Company propose the use of interest synchronization in quantifying its proforma level 

of income tax expense? 

Yes. USWC Adjustment C-06 adjusts income tax expense to synchronize the amount of 

interest expense with the Company's proposed rate base and weighted average cost of debt. 

A. 

Q. If the Company employed interest synchronization in developing its revenue requirement, why 

is it necessary for the Staff to separately quanti@ an adjustment for interest synchronization? 
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A. Had the Staff concurred in the Company's valuation of both rate base and cost of capital, a 

separate adjustment for interest synchronization would not have been necessary. However, the 

StafYs rate base recommendation differs from the Company's proposal. Consequently, it was 

necessary for the Staff to quanti@ a separate adjustment to recognize the ratemaking deduction 

for interest expense. In the event that the Commission ultimately adopts different rate base or 

capital cost valuations than presented by the Staff or the Company, interest synchronization 

should be recalculated using the Commission's findings, thereby appropriately synchronizing 

these revenue requirement elements. 
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FCC DEREGULATED SERVICES IMPUTATION 

Q. 
A. 

Please describe Staff Adjustment No. C-17. 

In the development of its updated revenue requirement filing, the Company has proposed to 

include above-the-line (or impute for intrastate ratemaking purposes) all revenues, expenses 

and investment associated with the provision of FCC deregulated services (except for 

Payphone, Wireless and Video Dialtone services) in the State of Arizona. Staff Adjustment 

C- 17 imputes additional revenues above-the-line in order to ensure that the earnings deficiency 

associated with these FCC deregulated services are not borne (or cross-subsidized) by the 

remainder of US WC's Arizona customers subscribing to the Company's intrastate regulated 

products and services. 

Q. 
A. 

Please describe the reference to FCC Deregulated Services. 

In general, USWC provides a variety of services in Arizona that fall into one of three 

"jurisdictional" categories: interstate FCC regulated services; intrastate ACC regulated 

services; and services that have been either deregulated or never regulated by either the FCC 

andor the ACC. 

USWC maintains its Arizona accounting records pursuant to FCC Part 32 (the system of 

accounts) on a "total" State basis. FCC Part 36 governs the jurisdictional separation (i.e., 

allocation) of the "total" State amounts between interstate and intrastate operations. However, 

the Part 36 separations rules require that nonregulated results be determined (for the FCC 

Deregulated Services) pursuant to FCC Part 64 rules and be removed before the jurisdictional 

separation process allocates the remaining costs between the interstate and intrastate spheres 

of USWC's Arizona operations. 
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FCC deregulated services are considered to be enhanced services, pursuant to FCC definitions 

and rules, and are specifically excluded from interstate results. The following example 

illustrates how the FCC Deregulated services would be excluded from the jurisdictional 

separation of operating expense, assuming an interstate gross allocator of 25%: 

Jurisdictional Separations 
Interstate Intrastate 
Regulated Regulated 

“Total” AZ Expense $100,000 $100,000 

Less: FCC Dereg Expense (per FCC Part 64 - 10,000 -1 0,000 

Rules) 

Expense Subject to Separations 90,000 90,000 

Interstate Separation (per FCC Part 36) 

Interstate Regulated $22,500 -22,500 

25.00% 

Intrastate Regulated (“total”-FCC dereg-interstate) $67,500 

Jurisdictional ExDense Recap: 

FCC Deregulated Services $1 0,000 

Interstate Regulated Services 22,500 

Intrastate Regulated Services 67,500 

“Total” AZ Expense $1 00,000 

5 

6 

7 

8 

9 

10 

However, for the purpose of assembling its overall revenue requirement in the current rate 

proceeding, USWC has not limited its calculation of the intrastate cost of service to the 

$67,500 shown in the above example. Instead, the Company has proposed to include the FCC 

Deregulated Services (revenues, expenses and investments) above-the-line for intrastate 

ratemaking purposes. Using the above example, the Company’s proposal has the effect of 

recognizing operating expense of $77,500 ($67,500 Intrastate plus $10,000 FCC Deregulated 
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Services) in the calculation of overall revenue requirement, not the $67,500 resulting from the 

jurisdictional separations process. 

Q. In the aggregate, does USWC’s proposal to include the FCC Deregulated Services above-the- 

line for intrastate ratemaking purposes have the effect of increasing or decreasing the overall 

revenue requirement presented in the Company’s update filing? 

Referring to the Company’s revenue requirement workpapers and ACC Staff Adjustment C- 17, 

USWC has proposed to increase rate base by approximately - and decrease net 

operating income by about -. In the aggregate, USWC’s proposed inclusion of the 

FCC Deregulated Services above-the-line has the effect of increasing overall revenue 

requirement by about $3.5 million. 

A. 

Q. How does Staff Adjustment No. C-17 ensure that the aggregate earnings deficiency ofthe FCC 

deregulated services is not borne or cross-subsidized by the balance of USWC’s Arizona 

ratepayers? 

The Company’s proposal has the effect of increasing revenue requirement to recover the 

imputed revenue deficiency (associated with the above-the-line inclusion of the FCC 

deregulated service net operating loss and rate base investment) through its intrastate regulated 

rates. The proposed Staff adjustment imputes the additional revenues required for these FCC 

deregulated services to generate an above-the-line return on investment, or net operating 

income, equivalent to the weighted cost of capital return proposed by ACC Staff witness Hill 

for the Arizona regulated services. 

A. 

Therefore, by allowing the FCC deregulated services above-the-line in conjunction with this 

Staff adjustment, the Company’s FCC deregulated services would be recognized in the 

intrastate ratemaking process as if those services were generating suscient revenues to cover 
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the related expenses 

the regulated return adopted by the Commission in this proceeding. 

provide a return on the associated rate base investment equivalent to 

Q. If the Commission’s final order adopts a weighted cost of capital different than that proposed 

by the ACC Staff, would it be necessary to recalculate ACC Staff Adjustment C-17 to reflect 

such change? 

Yes. If the Commission were to adopt different levels of FCC Deregulated Services rate base, 

revenues, or expenses than proposed by StafTor a different capital structure or cost rates than 

recommended by the Staff, it would be necessary to recalculate the effect of ACC Staff 

Adjustment C- 17, unless such changes had an immaterial effect on the calculation of imputed 

revenues. 

A. 

Q. 

A. 

Are you recommending that the Company not continue to provide these services? 

No. The purpose underlying the Staffs recommendation is to ensure that regulated ratepayers 

do not fund the earnings deficiency resulting from the Company’s decision to provision the 

FCC Deregulated Services. If USWC desires to provide these various services in this manner, 

the Staff is not seeking to interfere with that management discretion. 

USWC’s Above-The-Line Rationale 

Q. Why has USWC proposed to include the earnings deficiency associated with these FCC 

deregulated services above-the-line for ratemaking purposes? 

Since USWC’s direct testimony does not specifically discuss or reference its position on this 

issue, a series of data requests were submitted to explore the rationale for the Company’s 

proposed treatment. Generally, USWC has taken the position that these services are intrastate 

regulated services which must be included above-the-line for intrastate ratemaking purposes, 

in the absence of specific ACC findings that serve to deregulate such services. The following 

A. 
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excerpts from USWC discovery responses provide further rationale for the Company’s 

position: 

UTI 3-19: The ACC regulates all FCC deregulated products with the exception of 
Interstate Billing & Collection. Additionally payphone and wireless were premptively [sic] 
deregulated by the FCC and the Telecommunications Act of 1996. 

UTI 14-14: USWC refers to Part V, paragraph A5 of ACC Decision 58927, indicating that 
the Commission continues to regulate certain products that the FCC has deregulated. 
Further, in Decision 58927, the Commission recognized the confusion in this area and 
ordered a separate proceeding to further investigate how to handle services deregulated by 
the FCC. USWC correctly observed that no such proceeding has been undertaken. 

UTI 14-15: U S WEST favors State deregulation of FCC deregulated products. However, 
in the current proceeding, the Company has chosen not to contest the past practice of the 
Arizona Commission to include these items in the revenue requirement determination. 

UTI 14-18: ACC DecisionNo. 58927 attempted to address the confusion around this issue 
by directing that a proceeding be instituted for the purpose of investigation how to handle 
FCC deregulated services in Arizona. However, no such proceeding has ever taken place. 

UTI 24-8: All US WC rationale for the inclusion of the FCC deregulated services above- 
the-line for Arizona intrastate ratemaking purposes was provided in the response to UTI 
14-14, UTI 14-15 and UTI 14-18. No other support exists for the Company’s proposed 
ratemaking treatment. 

These US WC discovery responses essentially contend that the- Commission has previously 

included the FCC Deregulated Services above-the-line for intrastate ratemaking purposes - a 

practice the Company decided to not contest in this proceeding. ACC Decision 58927 and the 

Company’s position on this issue will be addressed in a following subsection. 

Products and Services 

Q. Could you briefly identify the various products and services which are included in the category 

of FCC deregulated services that are at issue in this proceeding? 
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A. Yes. The following table briefly lists the general FCC deregulated product categories that 

USWC has proposed to include in the intrastate ratemaking process, as part of its update filing: 

Protocol Conversion Alarm Services 

Customer Telecom Services Electronic Directory Assistance 

Information Services (Enhanced Fax, Information Storage Forward and 

Temporary Cellular Service Planning for Nonregulated Services 

Account Recording Joint Marketing 

Buyer’s Advantage 

E-91 1) Retrieval System (Voice Messaging) 

Sources: Data Request Nos. UTI 1 - 1 5 and Confidential UTI 42-6. 

Q. 
A. 

Is USWC losing money on the FCC deregulated services offered in Arizona? 

Yes. This fact is evident from the financial data supplied in the confidential responses to Data 

Request Nos. UTI 3-1 9, UTI 20-27 and UTI 42-6 as well as the simple admission provided in 

response to RUCO 4-25. 

In the aggregate, the thirteen (1 3) FCC deregulated service categories that US WC has proposed 

to include above-the-line for ratemaking purposes operated at a net loss during the test year. 

Comparing the Company’s original filing with the test year update, the net loss and rate base 

investment US WC has proposed to include above-the-line has declined. However, these 

services continue to be provided at a loss. 

In contrast, - is the only FCC deregulated service category that generated 

significant positive income during the test year, thereby minimizing the net loss from all other 

FCC Deregulated Services. However, the Company has filed a petition with the ACC to 

deregulate this service in the State of Arizona. Absent the positive earnings generated by this 
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service, the revenue imputation amount presented on ACC Staff Adjustment C-17 would be 

substantially larger. 

What steps has USWC undertaken to ensure that the prices charged for other regulated 

telephone services do not subsidize the losses from the Company’s FCC deregulated lines of 

business? 

Other than the possibility of State deregulation, USWC has not identified any steps that it has 

taken to avoid cross-subsidization from its intrastate regulated telephone operations. US WC 

responded to such a question posed by Data Request No. RUCO 4-25 by simply referencing 

to its earlier responses to UTI 14- 14(a) and UTI 14- 1 5(a) as well as RUCO 4-24. Interestingly, 

Data Request No. UTI 14-14 refers to the ACC’s decision to continue to regulate these FCC 

deregulated services in the Company’s last Arizona rate case, while UTI 14-15 conveys 

USWC’s preference for State deregulation. 

In responding to the inquiry by RUCO 4-24(a) about the steps taken by USWC to protect 

against cross-subsidies of its payphone and wireless lines of business (preemptively 

deregulated by the FCC) by regulated telephone services, the Company surprisingly states that 

it follows Part 64 accounting rules, which prevent cross subsidization. As I indicated 

previously, US WC has not proposed to include these preemptively deregulated services above- 

the-line for Arizona ratemaking purposes. However, the Company has chosen to ignore the 

Part 64 rules, designed to prevent cross subsidization, for all other FCC deregulated services 

by reflecting the aggregate losses experienced by those services and related net investments 

above-the-line without any revenue imputation - contrary to the ACC’s order in USWC’s last 

Arizona rate case. 

Why do you believe that revenue imputation is the appropriate response to the Company’s 

request to include the losses from the FCC deregulated services above-the-line? 
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A. There are several reasons why I believe that full revenue imputation proposal offered by the 

ACC Staff is the only rational approach to this issue. 

First, US WC has discretion over the pricing of these services or whether to seek price increases 

for other services still provided pursuant to tariffs filed with the ACC. If the Company 

believes that deregulated product revenues are unacceptably insufficient to cover the recorded 

cost of a service or group of services, the appropriate response would be for the Company to 

either decrease costs or increase the price charged - not shift responsibility for the losses 

incurred to USWC’s intrastate customers taking regulated service. To the extent that USWC 

exercises discretion over the pricing of its FCC deregulated services, it should be shareholders, 

not ratepayers, who are accountable for the losses from such operations. 

Second, USWC can (and has) significantly increase(d) the prices charged for certain FCC 

deregulated services, while reducing or restructuring the prices charged for others. In doing 

so, the operating loss recorded during the test year could change and not be representative of 

ongoing conditions. The combination of post-test year price increases a d  Commission 

adoption of US WC’s above-the-line recommendation could result in the double-recovery of 

a portion of the losses experienced by USWC on its FCC deregulated services. In other words, 

the test year losses could be recovered through: (a) higher post-test year prices charged for the 

FCC deregulated services and (b) the increased revenue requirement borne by regulated 

customers due to the adoption of US WC’ s above-the-line recommendation. 

Third, USWC may petition the ACC at any time seeking the State deregulation of any (or all) 

FCC deregulated productdservices - comparable to the petition currently pending before the 

Commission. In the event that the Commission adopts USWC’s above-the-line 

recommendation in the rate case and then subsequently authorizes the State deregulation of one 

or more of those FCC deregulated services, the tariff rates charged to the customers of 
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USWC’s intrastate regulated services will subsidize the operations of those Arizona services 

explicitly deregulated by the Commission as a direct result of allowing recovery of related 

losses above-the-line - absent downward rate adjustments outside the context of a rate case. 

Fourth, USWC may choose to provision financially promising FCC deregulated services 

through a separate affiliate, rather than by US WC pursuant to Part 64 rules. This could result 

in all FCC deregulated services that are “losing” money being provisioned by USWC and 

included above-the-line for ratemaking purposes, while potentially profitable FCC deregulated 

services could be provisioned by a separate affiliate and insulated from USWC’s proposed 

above-the-line treatment. Under such a scenario, US WC’s above-the-line recommendation 

without revenue imputation would result in the Company’s regulated customers providing 

direct subsidies to the FCC deregulated services, through higher regulated rates. 

Fifth, FCC Part 64 [47 CFR 64.9011 requires carriers, such as USWC, to separate their 

regulated costs from nonregulated costs using the attributable method of cost allocation. Part 
64, which resulted from FCC orders in CC Docket No. 86-111, established procedures 

intended to protect interstate regulated operations from cross-subsidizing the nonregulated 

activities of the telecommunications industry. All nonregulated revenues and costs, consistent 

with Part 64, are removed from a carrier’s operating results prior to the jurisdictional 

separation of the remaining regulated costs between interstate and intrastate operations. In my 

opinion, the Company’s above-the-line ratemaking proposal has the effect of shifting 100% 

of the cross-subsidy to those customers subscribing to USWC’s Arizona intrastate regulated 

services. I do not believe that such a shift in cost responsibility is the appropriate or intended 

result of the FCC’s actions to protect interstate regulated services. 

Q. Would it be possible to achieve a result comparable to above-the-line imputation by simply 

moving the FCC deregulated services below-the-line? 
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A. Yes. The revenue requirement impact of these two alternatives would be identical. However, 

I have not proposed an adjustment moving the FCC deregulated services below-the-line out 

of concern whether Commission adoption of such treatment could possibly be construed as the 

intrastate deregulation of those individual services. The Commission may wish to investigate 

through a separate proceeding the form or extent of regulatory oversight it wishes to exercise 

on any or all of these services. 

Q. 
A. 

Have you conducted any legal research on that concern? 

No. I am not an attorney and have not researched this issue from a legal perspective. 

However, it is my opinion that if any of the FCC deregulated services were to be deregulated 

by this Commission such action should occur through a docket specifically focused on the 

policy considerations of deregulation. I do not believe that a deregulatory action should simply 

be implied from a Commission rate order based, in part, on maintaining FCC deregulated 

services as below-the-line activities for intrastate ratemaking purposes to protect against cross- 

subsidy concerns. If the Commission were to conclude that below-the-line treatment would 

not convey an approval of State deregulation of these services, the Commission would then be 

able to simply choose between the two identical revenue requirement alternatives (i.e., above- 

the-line with revenue imputation or below-the-line). 

ACC Decision 58927, Docket No. E-1051-93-183 

Q. Are you familiar with that portion of ACC Decision 58927 which addresses the issue identified 

as FCC Deregulated Services? 

Yes. I sponsored testimony on behalf of the ACC Staff on that issue. The Commission 

discussed the FCC deregulated services issue at pages 21-23 of ACC Decision 58927, 

including the following excerpts: 

A. 

... Prior to FCC deregulation, these services were subject to the separation process. As 
a result of deregulation, the FCC has ruled that the services must be excluded from 
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interstate costs and ratemaking. In this case, U S West has proposed to include all of 
the revenues, expenses and investment associated with its FCC deregulated services 
above-the-line for intrastate ratemaking purposes. According to the Company, the 
prices for these services are market based but do not cover their fully distributed costs. 

According to Stdf, interstate deregulation should not by itself increase expenses to the 
intrastate jurisdiction. The services in question have expenses of approximately $7 
million more than the associated revenues. Hence, the Company’s proposal will result 
in other Arizona customers bearing the burden of the $7 million deficiency .... As part 
of its case, the Company requested a $5,356,330 increase in revenues for inside wire 
charges. Staff concurred with the Company’s proposed increase as part of its overall 
rate design in the case. Staff then imputed additional revenues of $1,662,000 to offset 
the remaining deficiency for the FCC deregulated services. 
[ACC Decision 58927, p. 21-22] 

With the exception of the Payphone and Wireless services preemptively deregulated by the 

FCC, USWC’s recommendation in the current proceeding has not changed from its position 

in the last rate case. The Company has once again proposed to include the net loss and rate 

base investment associated with the remaining FCC deregulated services above-the-line for 

intrastate ratemaking purposes. Except for changes in the dollar values contained in the above 

excerpts, the summary of this issue from the last Arizona rate case continues to apply today. 

Did ACC Decision 58927 adopt the Staffs revenue imputation proposal? 

The Commission did adopt the concept of revenue imputation, but not the full amount 

recommended by the Staff. The following discussion appears at page 22 of Decision 58927: 

... As to the remaining revenue deficiency for the FCC deregulated services in the 
mount of $1,662,000 we concur with Staff that interstate deregulation should not by 
itself increase expenses to the intrastate jurisdiction. On the other hand, we don’t find 
Staffs method of simply imputing revenues to offset the entire deficiency provides an 
overall just result either. The fact that both the Company and Staff have recommended 
a separate proceeding to further investigate how to handle services deregulated by the 
FCC indicated the confusion in this area. Accordingly, we will order such an 
investigation to be part of the current generic investigation into competition in 
telecommunications services (Docket No. U-000-93-259). In addition, in order to 
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recognize that neither the interstate nor intrastate jurisdictions should bear the entire 
deficiency of the deregulated services, we will approve 50 percent of the Staff‘s 
recommended imputed revenues or $83 1,000. 
[ACC Decision 58927, p. 22-23] 

Interestingly, the Company has now chosen to not contest the Commission’s inclusion of the 

FCC deregulated services above-the-line, but continues to argue against the imputation of any 

additional revenues. 

Q. Has the Staff proposed to limit its revenue imputation to only 50% of the deficiency, as 

adopted by the Commission in the last rate case? 

No. In the last rate case, the Staff believed that the correct remedy for the above-the-line 

ratemaking treatment was full revenue imputation. Based on the information gathered through 

discovery in the current proceeding, the Staff is even more convinced today that the full 

imputation recommendation was and still is the proper remedy. I continue to believe that 

interstate deregulation should not, by itself, increase costs to the intrastate jurisdiction. 

A. 

Revenue Imputation 

Q. Could you describe your use of the phrase “revenue imputation” as it applies to FCC 

deregulated services? 

Yes. USWC has proposed to include the net operating loss and the related rate base 

investment for these FCC deregulated services above-the-line for intrastate ratemaking 

purposes. As used in this context, the concept of “revenue imputation” refers to the 

recognition of sufficient additional revenues for ratemaking purposes so that, in the aggregate, 

the FCC deregulated services will earn the same overall return on investment that the ACC 

ultimately adopts for US WC’ s intrastate regulated services. By imputing additional revenues, 

US WC’s Arizona regulated customers will not be required to subsidize the earnings deficiency 

experienced by the Company’s FCC deregulated services. 

A. 
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If the ACC were to determine that, for example, USWC should be allowed to earn a return on 

rate base of 10% (ie., the weighted cost of capital), the Staffs recommendation would impute 

additional revenues sufficient to result in the FCC deregulated services achieving the same 

10% return on investment. 

By proposing a “revenue imputation” adjustment, are you suggesting that USWC increase the 

prices charged for its FCC deregulated services to collect those additional revenues fiom the 

customers subscribing to those services? 

No. I am not suggesting that USWC should change its method or approach to the pricing of 

its FCC deregulated services. By recommending the imputation of additional revenues, I am 

suggesting that those customers subscribing to US WC’s intrastate regulated services should 

- not be required to subsidize the Company’s FCC deregulated offerings. 

In ACC Decision 58927, the Commission adopted 50% of the Staffs revenue imputation 

adjustment. Could you please summarize the revenue requirement effect of the Company’s 

above-the-line proposal in the current proceeding and compare that effect with the issue 

presented to the Commission in USWC’s last Arizona rate case? 

Yes. During the test year in the last rate case, USWC’s FCC deregulated services experienced 

a revenue deficiency of approximately $7 million. Because USWC had proposed to increase 

its inside wire charges by $5.4 million as part of its overall rate design in that case, the Staffs 

revenue imputation totaled $1,662,000 to offset the remaining deficiency for the FCC 

deregulated services. However, the ACC only adopted 50% of the imputation, or $83 1,000. 

[ACC Decision 58927, p. 21-23] 

In comparison, Staff Adjustment No. C- 1 7 has the effect of imputing additional revenues of 

approximately $3.5 million. Obviously, the value of the imputation adjustment has more than 

doubled since US WC’s last Arizona rate case. I believe that any imputation of less than 100% 
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would be a disservice to those Arizona customers subscribing to the Company’s intrastate 

regulated services. 

Q. Has USWC proposed to increase the prices charged for any of the FCC deregulated services 

in the current proceeding in order to decrease or eliminate the net operating losses experienced 

by these services during the test year? 

No. As indicated in the response to UTI 16-7(d), USWC has not proposed price changes to 

any of the FCC deregulated services in the pending rate proceeding - in contrast to the inside 

wire increases proposed by US WC in the last rate case. However, the Company has already 

increased the prices charged for the following FCC Deregulated Services during the 1999 test 

year: 

A. 

Service Category Effective 
Date 

Enhanced Fax - Fax Power 4/1/99 

Premises Services: 1/1/99 

Business Unistar 
Business Trouble Isolation 
Business Time & Materials 
Line-Backer 
Line-Backer Plus 
Wire Maintenance 

Source: Data Request No. UTI 16-5. 

Q. In the response to UTI 3-19, the Company has represented that the ACC regulates all FCC 

deregulated products - except for interstate Billing & Collection and those services which have 

been preemptively deregulated by the FCC. Do you have any comments on the conceptual 

characteristics of regulated services? 

Yes. In my opinion, there are several characteristics which should reasonably be expected to 

apply to a regulated product or service: 

A. 
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Product (or service) prices would be supported by tariffs, schedules, price lists or contracts 
filed with and approved by the Commission. 
Under flexible pricing options, the Commission would at least set minimum price floors, 
but could also set maximum prices and oversee the frequency and/or degree of price 
changes - due to cross-subsidization concerns. 
The Commission and/or the Commission Staff would be notified of and possibly 
participate in resolving customer billing, service quality and/or service provisioning 
complaints. 
The Commission would be notified of and/or approve the introduction or termination of 
individual producthervice offerings. 
Commission authority would be sought as to whether a new service would be provisioned 
by USWC pursuant to Part 64 accounting rules or by a separate subsidiary or fully 
deregulated for intrastate purposes - to mitigate cross subsidization concerns. 

Depending on the degree of authority conferred by the applicable statutes or constitutional 

provisions, the ACC could have broad latitude in deciding how closely it desires to oversee the 

FCC deregulated services allegedly “regulated” by the Commission. For comparison purposes, 

USWC has provided the following information through Staff discovery regarding the ACC’s 

past practice of “regulating” the FCC deregulated services: 

Except for Premises Services, the ACC has not ordered USWC to submit pricing bands/ 
ranges, price lists or notices of price changes to either the Commission or the ACC Staff. 

Historically, the ACC has not directly regulated service quality in connection with 
USWC’s FCC deregulated services. [vTI 20-3 11 
USWC does not have any ongoing contact with the Commission or ACC Staff 
representatives regarding customer issues with service quality, product pricing, billing 
and/or service provisioning as it relates specifically to USWC’s FCC deregulated services. 

[vTI 16-5 and UTI 16-81 

[UTI 24- 101 

Q. 
A. 

Does USWC believe that any revenue imputation is appropriate for ratemaking purposes? 

No. According to the response to RUCO 8-5, USWC holds the “...opinion that deregulated 

products are priced on a competitive basis and that the imputation of additional revenues to 

these products cannot be supported.” Further, the response to RUCO 10-1 1 further disagrees 
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with the concept of revenue imputation, indicating that “the deregulated products are 

appropriately priced based on TSLIUC and competitive forces” and that “fidly distributed cost, 

is not an appropriate basis for pricing.” 

Interestingly, USWC does not recognize that its own approach to quantifying overall revenue 

requirement in this proceeding relies on fully distributed cost (FDC) for pricing purposes, 

albeit not for the FCC deregulated services. Under the Company’s proposal, the revenue 

deficiency attributable to the difference between FDC based costs and the prices charged for 

the FCC deregulated services have been recognized above-the-line and are residually included 

in the prices US WC proposes be charged to those customers subscribing to US WC’s intrastate 

regulated services. 

The FCC Cost Allocation Manual (“CAM) resulting from Part 64 emphasizes direct cost 

assignment and “...allocates common cost to the nonregulated sector but leaves it wholly to the 

business judgment of the company and to the market place to determine how the company 

recovers (or fails to recover) those costs.” [ReDort and Order CC Docket No. 86-1 11 (or R&O 

86-1 1 l), par. 1 151 Discretionary pricing flexibility, dependent on market conditions, provides 

little certainty of the ongoing losses (or profits) of the FCC deregulated services that US WC 

has proposed be absorbed by regulated ratepayers. 

As outlined in the table presented earlier in my testimony, USWC currently offers a variety of 

products/services generally identified as FCC deregulated services. The remainder of this 

testimony section will briefly discuss certain other related topics in order to further illustrate 

why the Staffs revenue imputation proposal has merit and should be adopted by the ACC. 
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Voice Messapinp Service 

Q. 

A. 

Q. 
A. 

Q. 

A. 

The earlier excerpt from the response to UTI 14-15 indicates that U S WEST favors State 

deregulation of FCC deregulated products. Has USWC undertaken any initiatives or filed any 

pleadings to seek the explicit deregulation of individual FCC deregulated services in Arizona? 

On September 25, 1998, USWC filed a petition with the ACC requesting the deregulation of 

its voice messaging service (VMS), a copy of which was provided to Utilitech by the ACC 

Staff. Other than VMS, USWC has not sought and currently has no plans to seek explicit State 

deregulation of any other FCC deregulated service in Arizona- at lease according to USWC’s 

response to UTI 24-5. 

What is the status of USWC’s petition to deregulate VMS? 

It is my understanding that USWC’s petition is currently pending further action. I am not 

aware of any steps taken by USWC, the Staff or the ACC subsequent to the filing of this 

petition. 

So, is it correct that USWC has proposed State deregulation of VMS in Arizona at the same 

time that it is recommending above-the-Iine treatment of VMS for intrastate ratemaking 

purposes? 

Yes. The Company’s Confidential response to Data Request No. UTI 42-6 indicated that, 

during the 1999 test year, VMS reported -1 and 

experienced -, representing a significant improvement in financial 

condition from the net operating loss reported for the original test year ended June 1998. [See 

Data Request Nos. UTI 3-19 and UTI 20-27.1 Consequently, USWC’s proposed inclusion of 

VMS above-the-line for ratemaking purposes has the effect of - the overall revenue 

requirement otherwise generated by the remaining FCC Deregulated Services, even though the 

Company is seeking State deregulation of this service. 
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Tariffs and Pricing 

Q. 
A. 

Q. 

A. 

Q. 
A. 

Does the ACC require USWC to file tariffs for any of the FCC deregulated services? 

According to the response to UTI 14- 17, the ACC has not required US WC to file and maintain 

tariffs on the various FCC deregulated services, with the exception of Inside Wire Maintenance 

and related charges. In addition, USWC’s response to UTI 16-8 states: 

The Company is not required, pursuant to ACC order, to submit pricing bands /ranges, 
price lists, or notices of pricing changes to either the Arizona Commission or the ACC 
Staff relative to FCC Deregulated Services. 

US WC does not provide such information because the Commission has neither ordered 
nor requested USWC to do so. 
[Data Request No. UTI 16-81 

Could you generally describe the tariffs USWC has filed with the ACC for Inside Wire 

Maintenance and related charges? 

USWC’s inside wire services are “flexibly priced.” While Commission rules require USWC 

to price all service above TSLRIC, there are no ACC rules which establish a procedure for 

setting maximum rates. Since January 1997, USWC has changed the price of Inside Wire 

Maintenance on three separate occasions - November 1,1997; January 1,1998; and January 

1, 1999. [Data Request Nos. UTI 14-14, UTI 16-5 and RUCO 5-12] 

Do you have any estimates of the revenue effect of these three inside wire rate increases? 

Yes. The following table summarizes USWC’s Confidential responses to Data Request Nos. 

RUCO 5- 12 and RUCO 10- 1, which contain estimates of the annual revenue effect of each 

increase: 
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Wire Maintenance Rate Increases 

Annual Revenue 
Effective Date Estimate 

November 1,1997 I =  
January 1,1998 - 
January 1,1999 = 
Total 

Fortunately, each of these changes have been in effect for the entire updated test year @e., 

calendar year 1999), thereby avoiding any need to annualize the effect of these increases. 

However, the existence of this pattern of changing the rates charged for the FCC Deregulated 

Services outside the context of a rate case underscores the need for Staffs proposed imputation 

adjustment. 

If the test year net loss for the FCC Deregulated Services is recognized above-the-line for 

ratemaking purposes and the Company continues to increase the prices for such services 

subsequent to the test year, it is possible that such increases could shift the net operating loss 

experienced during the test year to a positive net operating income. 

AccountinP for FCC Deregulated Services 

Q. You previously referred to the FCC’s accounting for these deregulated services. Could you 

briefly explain the background of this accounting? 

Yes. In April 1986, the FCC issued aNotice of Proposed Rulemaking concerning the methods 

of separating the costs of regulated telephone service fiom the costs of the nonregulated or 

deregulated activities of telephone companies and their affiliates. In a REPORT AND ORDER 

issued in CC Docket No. 86-111 [released February 6, 19871, the FCC adopted a hlly 

distributed costing method which emphasized direct assignment based on cost causation, 

A. 
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required the development of Cost Allocation Manuals by the Bell operating companies, and 

segregated the costs of nonregulated services fiom the regulated costs subject to jurisdictional 

separations. The following excerpt appears in the introduction section of the REPORT AND 

ORDER in CC Docket No. 86-1 11 : 

We proposed to develop a system of accounting separation that would inhibit carriers 
from imposing on ratepayers for regulated interstate services the costs and risks of 
nonregulated ventures. Our ultimate, statutory goal was to promote just and reasonable 
rates for services in the interstate jurisdiction. [footnote omitted] We tentatively 
concluded that, to achieve our purposes, it would be necessary to deter cost shifting 
both in the form of misallocation of joint and common costs and in the form of 
improper intracorporate transfer pricing. In this Order we affirm that conclusion by 
adopting (1) cost allocation standards and, for certain carriers, a requirement that a cost 
allocation manual be filed with this Commission; (2) rules for recording transactions 
between regulated telephone companies and their corporate affiliates, and (3) 
accounting procedures, audit requirements, and other implementation and enforcement 
mechanisms. 
m&O 86-1 11, par. 11 

In the introduction to the U S WEST Cost Allocation Manual provided in response to Data 

Request No. UTI 1-15, the Company provided the following description of this allocation 

process implemented by the FCC: 

In its Joint Cost Order, the Commission [FCC] established amechanism for separating 
the costs of providing regulated telephone service from the costs of providing 
Nonregulated products and services. The “primary purpose” behind the establishment 
of this mechanism was to “protect. . ratepayers from unjust and unreasonable interstate 
rates[.]” Joint Cost Order, 2 F.C.C. 2d at 1303. The Commission noted the necessity 
of “guarding against cross-subsidy of Nonregulated ventures by Regulated services, 
and that cross-subsidy can result either fiom the misallocation of common costs or 
fiom improper intracorporate transfer pricing.” 
[Data Request No. UTI 1-1 51 

Could you explain what is meant by a service being “subsidized” by other services? 
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A. It is my opinion that a subsidy or cross-subsidy occurs in situations in which one or more 

services derive benefits from other services without assuming adequate responsibility for the 

associated costs. Under residual pricing, the failure of a service to assume adequate cost 

responsibility can result in the shifting of costs to other services which, in turn, inappropriately 

assume responsibility for providing a subsidy, absent specific regulatory treatment to provide 

otherwise. 

Q. Would the above-the-line recognition ofthe FCC deregulated services, as proposed by USWC, 

constitute a cross-subsidy of such services by the balance of the Company’s Arizona intrastate 

regulated services? 

Yes. In my opinion, the imputation of additional revenues as proposed by the Staff will protect 

against this cross-subsidy. 

A. 

u 
1 
4 
I 
I 
I 
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FCC DEREG - SEPARATIONS ADJUSTMENT 

Q. 

A. 

Please describe ACC Staff Adjustments B-7 and C-18. 

As a direct result of US WC's proposal to include the FCC Deregulated Services above-the-line 

for ratemaking purposes, the Company calculated higher composite, intrastate separation 

factors for use in allocating test year adjustments. These higher separation factors have been 

used by the Company and the Staff to compute the intrastate share of the individual 

adjustments posted to rate base and operating income. ACC Staff Adjustments B-7 and C-18 

correct the intrastate separation of those adjustments to reflect the lower separation factors 

resulting from the exclusion of the FCC deregulated operations from the development of 

jurisdictional separations. 

Q. 
A. 

Why are these adjustments necessary? 

Because USWC has chosen to directly assign 100% of the revenues, expenses and net 

investment of certain FCC Deregulated Services to its Arizona intrastate operations, the 

composite separations factors computed and applied by the Company has the effect of over- 

allocating individual ratemaking adjustments to intrastate operations. These ACC Staff 

Adjustments B-7 and C-18 are necessary in order to correct this over-allocation. 

Ultimately, the Commission will decide how to treat the FCC Deregulated Services for 

ratemaking purposes. If the Commission agrees with the Staff's FCC Deregulated Services 

revenue imputation approach or simply moves such services below-the-line, then ACC Staff 

Adjustments B-7 and C-18 are necessary to reflect the revised separation effect on all other 

revenue requirement adjustments. 

However, the quantification of ACC Staff Adjustments B-7 and C-18 assume that the 

Commission would adopt all adjustments proposed by the Company and the Staff. In the event 
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that the Commission ultimately rejects certain adjustments or adopts revisions to other 

adjustments, it would be necessary to recalculate ACC Staff Adjustments B-7 and C-18 for 

consistency with the Commission findings. 

Q. ACC Staff Adjustment C-18 decreases net operating income in excess of $2 million. Why 

does the change in composite intrastate separation factors have such a large impact on net 

operating income? 

ACC Staff Adjustment C-18 was determined by applying the change in composite intrastate 

separation factors to the total adjustments proposed by USWC and the ACC Staff. As the net 

eflect of the various adjustments grows larger in amount (either positively or negatively), the 

value of the separations change also increases. 

A. 

For example, ACC Staff Adjustment C-13 recommends the capitalization of internal-use- 

s o h a r e  (SOP 98-1). Because of the magnitude ofthe decrease to expense associated with this 

adjustment, a decrease in the composite intrastate separation factor translates into a smaller 

allocation of the SOP 98-1 expense reduction to intrastate operations by increasing ACC Staff 

Adjustment C-18. 

This example illustrates the interaction between the ratemaking adjustments and the 

jurisdictional separations process. For this reason, ACC Staff Adjustments B-7 and C-18 

should be updated to reflect all applicable adjustments ultimately adopted by the Commission. 
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Q. 

A. 

Q. 
A. 

PROPERTY TAX CORRECTION 

Please describe ACC Staff Adjustment C-24. 

ACC Staff Adjustment C-24 represents the correction required to the Company’s proposed 

EOP property tax annualization included in USWC Adjustment P-01. 

How do the calculations underlying ACC Staff Adjustment C-24 compare the Company’s 

annualization approach? 

The two computational methods are very similar. US WC based its annualization on the 1999 

final full combined cash value (not December 1999 times twelve), as determined by the 

Arizona Department of Revenue for property tax assessment purposes. USWC then applied 

an assessment ratio and average tax rate to determine the Arizona annualized property tax 

expense, which was then allocated to the Company’s intrastate operations. 

In the confidential response to Data Request No. UTI 45-1 1, the Company indicated that its 

annualization had used an incorrect weighted assessment ratio. ACC Staff Adjustment C-24 

uses the correct assessment ratio. 

Are there any other differences between the Staff and Company annualization adjustments? 

USWC’s annualization calculation employs an unexplained intrastate separation factor of 

71.77%. However, the Company’s update rate filing is based on a composite intrastate factor 

of 72.49% for property and other tax expense, which is primarily property tax expense. ACC 

Staff Adjustment C-24 is calculated using the higher test year intrastate separation factor of 

72.49%. This Staff adjustment then compares the intrastate portion of the revised annualized 

level to the amount of property tax expense included in the Company’s update filing, plus the 

out-of-period correction to property tax expense discussed in ACC Staff Adjustment C-25. 
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TAX TRUE-UP ADJUSTMENTS 

Q. 
A. 

What is the purpose of ACC Staff Adjustments C-25 and C-26? 

During the 1999 test year, USWC recorded certain journal entries that had the effect of 

correcting or truing-up certain accruals for property and other taxes (excluding income taxes) 

originally booked in calendar years 1994 through 1997. In addition, the Company also 

recorded true-up entries in January and February 2000 that related to calendar year 1999. ACC 

Staff Adjustment C-25 recognizes the test year effect of reversing the prior period entries and 

including the post-test year true-up entries for these other tax accounts. 

ACC Staff Adjustment C-26 is similar to ACC Staff Adjustment C-25, but relates to income 

tax expense rather than other tax expense items. During the 1999 test year, USWC recorded 

certain journal entries that had the effect of correcting or truing-up certain income tax accruals 

originally booked during calendar years 1994 and 1998. This Staff adjustment recognizes the 

test year effect of reversing these true-up accounting entries related to prior periods. 

Other Tax Accruals 

Q. 
A. 

How did you determine that this adjustment was necessary? 

Data Request No. UTI 43-20 sought the identification any adjustments that would be necessary 

to correct or normalize test year operating results, including the elimination of out-of-period 

and/or abnormal transactions, in a manner consistent with USWC’s original filing. The 

Company’s response identified and quantified an adjustment in other tax expense through 

Attachment E. However, in response to Data Request No. UTI 59-1 6, the Company supplied 

a revised quantification that further corrected Attachment E. ACC Staff Adjustment C-25 is 

based on the response to Data Request No. UTI 59-16. 
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Q. Is this adjusted necessary, regardless of the Commission’s adoption of the Company’s EOP or 

Staffs annualization adjustments? 

Yes. Both the Company and Staff have proposed adjustments to annualize property tax 

expense (see USWC Adjustment P-01 and ACC Staff Adjustment C-24). So, in theory, the 

property tax portion of this adjustment could be avoided if the Commission adopted the 

Company’s annualization without Staffs correction. However, ACC Staff Adjustment C-24 

was assembled in a manner which corrects the Company’s annualization of property tax 

expense and also considers the effect of the correction to property tax expense included within 

ACC Staff Adjustment C-25. So, in Staffs presentation, the property tax component of ACC 

Staff Adjustment C-25 is both necessary and appropriate. 

A. 

With regard to the “other” tax corrections, the Company’s response to Data Request No. UTI 

59-1 7 confirms the Company’s agreement that the remaining out-of-period adjustments are 

necessary, as USWC’s Adjustment P-01 does not annualize Accounts 7240.2 through 7240.9. 

The calculations set forth on ACC Staff Adjustment C-25 provide further information 

concerning these tax accounts. 

Income Tax Accruals 

Q. 
A. 

What tax accruals are the subject of ACC Staff Adjustment C-26? 

In November and June of 1999, the subject journal entries adjusted, or corrected, federal and 

state/ local income tax expense associated with periods prior to the test year. 

Q. 
A. 

How did you determine that this adjustment was necessary? 

As indicated previously, Data Request No. UTI 43-20 requested the Company to identify the 

various adjustments that would be necessary to correct or normalize test year operating results, 

including the elimination of out-of-period and/or abnormal transactions, in a manner consistent 
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with USWC’s original filing. The Company’s response provided an Attachment H, which 

documented and quantified this adjustment. 

Is this adjustment necessary, regardless of the Commission’s adoption of the Company’s EOP 

annualization adjustments? 

Yes. The Company Adjustment P-01 does not adjust recorded income tax expense in a manner 

that would result in the elimination of these out-of-period transactions. Consequently, this 

adjustment should be recognized for ratemaking purposes irrespective of the test year 

annualization approach adopted by the Commission. 

Does the Company concur with that assessment? 

Yes. USWC has expressed its concurrence in the response to Data Request No. UTI 59-12. 
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IMAGE ADVERTISING, OLYMPIC/SPORTS SPONSORSHIP 

Q. 

A. 

Please briefly explain the nature of ACC Staff Adjustment C-27. 

ACC Staff Adjustment C-27 excludes test year expenses related to non-product related 

corporate image advertising as well as the test year cost of USWC’s sports sponsorships (i.e., 

the Olympic Games, Diamondbacks and Phoenix Suns) from the determination of overall 

revenue requirement. 

Q. 
A. 

Could you describe image advertising? 

Image advertising refers to forms of non-product related advertising activities intended to 

stimulate goodwill, build name recognition or create a favorable public image of US WC and 

its family of products and services. Examples of image or non-product advertising would 

include sponsoring: 

an event when the Company’s name or logotype is prominently displayed in programs, 

the publication cost of pamphlets, brochures, or other literature that prominently displays 

television or radio programs or generic advertisements that identifl US WC as a sponsor. 

brochures, banners, etc.; 

the Company’s name or logotype; or 

US WC’s “Life’s Better Here” brand campaign is a specific example of non-product advertising 

designed to build brand awareness and corporate recognition. Olympic and other sports 

sponsorships also serve to improve the public’s awareness of U S WEST. 

Q. 
A. 

How does USWC account for the costs that you propose to disallow? 

USWC generally records the cost of these types of image building efforts in Account 6722, 

External Relations Expense. However, a very small portion of the test year cost of Olympic 

sponsorship has been recorded in Account 6535 (Engineering Expense), Account 661 1 

(Product Management Expense) and Account 6612 (Sales Expense). 
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What is the amount of the proposed disallowance of image building costs? 

Including both image advertising and sports sponsorships, the Staffs Arizona intrastate 

adjustment would decrease operating expense by about - [See USWC responses 

to Data Request Nos. UTI 64-22, UTI 65-8 and RUCO 28-14.] 

Has the Commission previously disallowed image advertising costs? 

Yes. At page 25 of his direct testimony, Company witness Redding recognizes that the 

Commission has disallowed image advertising in the past, but offers the following explanation 

for not proposing a similar disallowance: 

In a competitive environment a company’s “brand” is an important segment of its 
competitive success. Because of these changed conditions I am not removing image 
advertising fiom the calculation of the revenue requirement. 
[Redding Direct, p.251 

During the 1999 test year, the focus of the Company’s “brand” promotion concerned the image 

of U S WEST. However, with the consummation of the recent merger, Qwest is the surviving 

entity, not U S WEST. 

Was the U S WEST “brand” an important ingredient to the merger with Qwest? 

Apparently so. The Company specifically discusses the value of the U S WEST brand to 

Qwest in response to Data Request No. UTI 62-7: 

The U S WEST brand is one of the foundations on which the merger with Qwest was 
predicated. It is a valuable name with a valuable heritage. The merger with Qwest 
builds on that for the future. 
Data Request No. UTI 62-71 

In the context of the merger, the Company’s response to Data Request No. UTI 62-6 seems to 

convey a somewhat different impression upon consummation of the merger: 
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The Company’s brand and identity strategy is a corporate-wide effort that is not unique 
to a particular segment of the business. Effective with the merger with Qwest, it 
focuses on the transition from the U S WEST brand to that of Qwest over a 90 day 
period. This includes changing building and vehicle signage, logos on customer bills 
and stationary, sponsorships, and similar activities. It focuses on the evolution of the 
company from a voice and data to an integrated voice, data and internetbroadband 
service provider. Documents in the company’s possession associated with the 
underlying strategic decisions are highly proprietary, highly confidential and 
commercially sensitive. As such, they are not provided herewith. 
[Data Request No. UTI 62-61 

For a valuable “brand” that was one of the foundations on which the merger was predicated, 

Qwest seems intent to quickly and expeditiously cleanse the U S WEST name and logo from 

the surviving corporation’s image - an image that U S WEST has spent millions of dollars to 

build and maintain. 

Why should the costs of such institutional/goodwill advertising be excluded from the 

determination of the Company’s regulated rates? 

In my opinion, the cost of this type of advertising should be excluded from the ratemaking 

process because ratepayers do not receive any direct tangible benefit from such advertising. 

Why might US WC decide to incur potentially unrecoverable image building costs, particularly 

in light of past regulatory decisions disallowing such costs? 

U S WEST, now Qwest, is a diversified company serving fourteen western states and seeking 

growth into new markets. Because of the visibility of the Company’s regulated telephone 

operations, it is possible for the Company to leverage its brand name and business reputation 

to benefit the entry into new markets or the introduction of new services. Image advertising 

and branding campaigns provide a controllable opportunity to get the corporate name, business 

reputation and logotype before the public and favorably position the Company for new 

opportunities. It is difficult to quantify any tangible benefits that consumers of the Company’s 
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regulated services might receive. After all, the money spent on image advertising during 1999 

was for U S WEST, not Qwest. 

Has the Company allocated the cost of its image advertising to its unregulated affiliates? 

No. Several discovery requests have been submitted in order to evaluate whether and to what 

extent USWC’s affiliates may have helped fund the costs of the U S WEST image advertising 

campaigns. The following excerpts address this subject: 

USWC does not assign or allocate the expenses incurred for brand advertising to 
any regulated products or business units. Some portion of the brand advertising 
expenses are assigned to Part 64 deregulated products. The brand advertising 
expenses are budgeted and funded on a corporate level. USWC’s brand advertising 
expenses are not billed to any other ailiates. 
[Data Request No. UTI 7-15] 

USWC does not allocate or assign its non-product advertising costs to other 
companies. Each Company does their own non-product advertising. 
[Data Request No. UTI 15-1 51 

Each of U S WEST’S affiliates, e.g., U S WEST Advanced PCS and U S WEST 
DEX, do their own product line awareness, or brand advertising. This advertising 
includes the “U S WEST” name; therefore, it would be improper to allocate part 
of the U S WEST only brand advertising to these affiliates. 
[Data Request No. UTI 26-61 

U S WEST DEX does not separately identify product vs. non-product specific 
advertising expense. 

U S WEST Wireless does some awareness campaigns, which would be considered 
brand-type advertising. There expenses are not tracked separately from their product 
advertising expenses. 

None of the other USW affiliates perform any non product specific advertising. 
[Data Request No. UTI 19-1 01 
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Q. 

A. 

Q. 
A. 

Although U S WEST DEX and U S WEST Wireless may do some undisclosed level of brand- 

type advertising, it is possible that the Company’s unregulated affiliates derive indirect benefits 

fiom US WC’s past image advertising efforts without helping to fund the cost thereof. 

The response to Data Request No. UTI 7-1 5 indicated that a portion of the brand advertising 

expenses incurred by USWC are assigned to Part 64 deregulated products. Does ACC Staff 

Adjustment C-27 have the effect of eliminating the portion of image advertising costs 

attributed to the FCC Deregulated Services? 

No. Staff Adjustment No. C-27 only reverses the image advertising and Olympic sponsorship 

costs associated with USWC’s regulated Arizona intrastate operations. In a separate testimony 

section, I discuss the Staffs recommended treatment of FCC Deregulated Services which 

would incorporate these brand related costs. 

Has USWC contended that its customers receive benefits fiom image or brand advertising? 

Yes. Mr. Redding also states: 

To the extent U S WEST is successfbl in promoting its brand and loyalty to that brand, 
it means lower losses to competition. To the extent the Company can retain customers, 
the less likely it is to suffer revenue shortfalls and have to come to this Commission for 
additional revenues. Image advertising is done by all of the Company’s competitors 
and is a normal part of advertising in a competitive environment. 
[Redding Direct, p.251 

It is possible, but not proven, that USWC’s more competitive sewices could indirectly benefit 

fiom image advertising. However, USWC has not demonstrated that promoting its imagery 

in a favorable light will influence growth in business or residence access lines or customer 

decisions to purchase other discretionary services such as call waiting. While individual 

customers might be receptive to and express awareness of the Company’s branding efforts, this 
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type of image building is not cost fiee and does not directly support the development of new 

products or promote the sale of specific existing products. 

Q. Has US WC incurred product-specific advertising costs in addition to the image advertising that 

Staff proposes to disallow? 

Yes. US WC has incurred substantial product-specific advertising costs, which have been fully 

reflected in Staff’s revenue requirement proposal. Over the past several years, the Company 

significantly increased its expenditures on regulated product advertising, as illustrated by the 

following graph: 

A. 

CONFIDENTIAL GRAPH 

Clearly, the Company’s test year expenditures for product-related advertising are significant 

and have increased dramatically over the past several years. The following table further 

demonstrates the substantial product advertising amounts USWC has expended historically and 

the uncontested amounts recorded during the 1999 test year: 
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uswc-Az 
Product Advertising Expense 

Regulated Operations 

Year Amount 

1996 - 
1997 - 
1998 - 
1999 - 

nfidential UTI 11-16 & 60-4. 

On a total State basis, the test year advertising expense recorded in Account 6613, Product 

Advertising, is approximately - on regulated products, which the Staff has not 
proposed to reduce or disallow. 

Q. 
A. 

How does the Company’s test year expenditures on image advertising compare to prior years? 

According to the response to Data Request No. UTI 19-8, USWC did not have a brand 

advertising campaign prior to 1997. As indicated by the following graph, the Company has 

also substantially increased its expenditures on non-product image advertising since 1 997. 

CONFIDENTIAL GRAPH 
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In my opinion, the Staffs proposal to allow the significantly higher test year product 

advertising costs and disallow the image advertising costs reasonably balances the Company’s 

need to market its products and get its name before the consuming public, without requiring 

ratepayers to fund unsupported levels of image advertising. It should be noted that this graph 

specifically applies to image advertising costs and does not include expenses incurred by the 

Company for the Olympic Games or other sports sponsorships. 

Q. Should the Commission adopt your recommendation to disallow the image and brand 

advertising costs, is it possible that the Company might still be able to indirectly recover those 

costs? 

Yes. In his direct testimony, Staff witness Brosch discusses the continued growth in revenues 

and margins realized by US WC in the State of Arizona. Under traditional regulation as well 

as some forms of alternative regulation, the Company retains all margin growth realized 

between rate case test years due to what is commonly identified as regulatory lag. So, to the 

extent that the Company’s product advertising is successful in helping grow margins between 

rate cases, those additional margins will be retained by USWC and mitigate the disallowance 

of image advertising costs. 

A. 

Q. Why do you believe that the cost of Olympic sponsorship represents a form of image 

advertising? 

U S WEST (now Qwest) will present itself to the global community and enhance its public 

image through linkage with the Olympic games, much like non-product image advertising. 

Research results indicate that Olympic sponsorship bestows benefits important to sponsor 

companies. According to the forward to the “Olympic Market Research Analysis Report” 

supplied in response to Data Request No. UTI 26-10, “lplublic opinion of such companies is 

positive and sponsors derive highly prized image values and other commercial benefits.” 

A. 
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The following excerpts from this same report further discuss the relationship between Olympic 

sponsorship and public opinion: 

Sponsorship of the Olympic Games raises the public’s opinion of the sponsoring 
company 
Sponsorship of the Olympic Games has always been seen very favourably, and has not 
declined over the years - on average, around 30% of respondents feel more favourable 
towards a company because they are an Olympic sponsor. This means that Olympic 
sponsorship actually creates a positive impact for the companies involved among one- 
third of the population and offers quite a competitive point-of-difference. 

... 
Not only does Olympic sponsorship increase favourability towards the sponsoring 
company, but it also raises the public’s opinion of that company. Almost one third of 
respondents in the 1996 nine country study said that their opinion of the sponsoring 
company was raised as a result of their Olympic sponsorship. Among spectators 
interviewed at the Atlanta Summer Games, this factor was even higher - 45% of 
spectators said that their opinion of the sponsoring companies was raised because they 
were associated with the Olympic Games. 

Public Opinion of Olympic Sponsor Companies is positive 
Olympic sponsorship bestows many positive attributes on the companies involved. 
They are perceived as being highly reputable (57% of respondents from the 1996 nine 
country study agreed) and leaders within their industries (59% agreement, 1996 nine 
country study). Olympic sponsor companies are also seen as being dedicated to 
excellence (53% agreement) and offering the highest quality products (46%). More 
importantly, this imagery has remained fairly consistent over the last eight years. 

... 
Almost eight in ten of the general public interviewed in the nine country study (1 996) 
understood that the use of the Olympic Rings on product packaging or in advertising 
indicated that the company had paid money for the right to do so, and there is evidence 
to suggest that awareness among the general public of payment for acquisition of rights 
has been high for the last five years. 

... 
However, there is less agreement as to whether the rights acquisition has impacted on 
product price. Less than half of the general public agreed that the price was impacted 
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by Olympic sponsorship, and again, this finding has been fairly stable over a five year 
period, or has in fact, declined. 
[Data Request No. UTI 26-10] 

I do not question that Olympic sponsorship will enhance the public image of the Company. 

In my opinion, the issue instead focuses on whether regulated ratepayers should be required 

to fund the cost of sponsoring the Sydney Olympic Games. While the general public may be 

uncertain as to whether the cost of Olympic sponsorship serves to increase the price of a 

sponsor’s products, there is no question that the Company seeks explicit ratemaking recovery 

ofthe Arizona allocated share of its sponsorship costs through the rates to be charged regulated 

customers - even though any favorable image enhancement may serve to benefit Qwest in 

unregulated markets. 

Q. What quantifiable ratepayer “benefits” are expected to result from the use of the Olympic 

Rings in U S WEST advertising campaigns, which would not have occurred in the absence of 

such sponsorship? 

This very question was posed to the Company through Data Request No. UTI 4-1 5(a). The 

Company’s response to this question is reproduced below: 

A. 

The benefit ratepayers receive from U S WEST’S Olympic sponsorship is a more 
competitive and financially healthy U S WEST. Market research supports that 
customers want to do business with Olympic sponsors and view these companies as 
leaders in their industries which offer high quality products and services. The 
Company’s sponsorship was entered into for competitive purposes and for customer 
loyalty purposes. 
[Data Request No. UTI 4- 1 51 

USWC did not provide any quantification of the economics of engaging in this form of image 

enhancement. 
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Q. 

A. 

Q- 
A. 

In ontrast, the Company does undertake marketing effectiveness analyses to evaluate the 

relative benefits of specific consumer product marketing campaigns. [See USWC’s response 

to UTI 1 1-2 1 and UTI 17- 15 .] Those analyses evaluate the economics of individual product 

campaigns by comparing incremental revenues with the related marketing costs. As indicated 

in the response to Data Request No. UTI 17-14, the marketing effectiveness analyses 

encompass product promotion costs, but do not consider “non-product brand marketing costs.” 

You previously indicated that the Company was undertaking a variety of steps to replace the 

U S WEST name and logo with that of Qwest. Do these steps include a change in Olympic 

sponsorship so as to further remove U S WEST from public view? 

Yes. According to the response to Data Request No. UTI 66-3, Qwest will not change the 

terms of the Olympic sponsorship agreement, but will change the name promotion to “Qwest” 

- in order to “be in the marketplace with one single brand.” 

In your opinion, do other sports sponsorships represent a form of image advertising? 

Yes. I believe that sports sponsorships should generally be considered a form of image 

advertising, comparable to the Olympic sponsorship costs. The level of costs incurred by the 

Company for sports sponsorships has also increased dramatically in recent years. On an 

Arizona intrastate basis, the confidential response to Data Request No. RUCO 2-24 indicated 

that USWC incurred - for the sponsorship of the Diamondbacks and Phoenix Suns 

during the test year encompassed by the Company’s original filing (i.e., the twelve month 

period ended June 1998). In comparison, the Company’s update to calendar 1999 contains - of intrastate sponsorship expense (confidential response to Data Request No. UTI 

65-8). Using the Company’s December 1999 times 12 annualizationmethodology, USWC has 

only sought to recover - (per UTI 65-8). ACC Staff Adjustment C-27 recommends 

the elimination of all sports sponsorship costs recorded during the test year. 

UTILITECH, INC. Page 1 14 



' I  
1 
c 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Q. 
A. 

Q- 

A. 

Direct Testimony of Steven C. Carver 
Docket No. T-1051B-99-105 

FASS7 PENSION ASSET 

What is the purpose of ACC Staff Adjustment B-3? 

Staff Adjustment No. B-3 represents the elimination of the Company's proposal to include a 

pension asset in rate base. Referring to USWC Adjustment P-04, the Company has proposed 

to include a pension asset of $66,221,000 in rate base for intrastate ratemaking purposes. 

If USWC has proposed to include a $66.2 million pension asset in rate base, why does Staff 

Adjustment No. B-3 remove only $42.3 million from rate base? 

The amount shown on USWC Adjustment P-04 as the Company rate base allowance does not 

recognize, or is shown gross of, the related deferred income tax reserves. While the deferred 

income tax reserves are not included within, or netted against, the Company's specific pension 

asset rate base adjustment, these amounts were nevertheless reflected in the quantification of 

rate base through the deferred income tax reserves employed as a rate base offset. If the 

Company's proforma pension asset adjustment is to be excluded from rate base, I believe that 

the companion deferred income tax reserves should be similarly reversed. 

Pension Cost Accounting 

Q. Could you please describe the events or circumstances which gave rise to the recording of a 

pension asset? 

Yes. In December 1985, the Financial Accounting Standards Board (FASB) issued FAS87 

concerning employers' accounting for pensioncosts. Although issued in 1985, FAS87 was first 

effective for fiscal years beginning after December 15,1986, which the Company adopted for 

financial accounting purposes effective January 1,1987. 

A. 

Prior to FAS87, the amount of pension costs distributed to expense and capital accounts was 

equal to the level of contributions actually made to the pension fund. It was only after the 
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adoption of FAS87 that pension costs expensedcapitalized and pension contributions began 

to diverge. 

Q. Since the adoption of FAS87, has the company continued to record positive pension expense 

in its accounting records? 

No. Beginning with the adoption of FAS87 in 1987, the Company began recording negative 

pension costs (a pension credit) instead of positive pension costs. It is several years’ 

accumulation of this pension “credit” which has resulted in the pension asset the Company 

now seeks to include in rate base. 

A. 

Q. 
A. 

How have negative pension costs resulted in a pension asset? 

Pension costs are normally thought of as being positive (or an added cost) in determining a 

company’s total cost of providing service. However, as implied by the reference, negative 

pension costs are actually recorded as a credit or a decrease to the appropriate expense and 

capital accounts, thereby resulting in a corresponding debit (or increase) to the pension asset 

account. 

On a total State basis, the following table summarizes the annual pension credits to expense 

and capital accounts recorded by USWC since the adoption of FAS87: 

UTILITECH, INC. Page 1 17 
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Total Arizona - Net Pension Credits 
(000's) 

Qualified Pension Credit 

NonQualified Net Pension 
Year Expense Capital Total Expense Credits 

1987 I== I 
1988 m m m I 
1989 I 
1990 = m =  I 
1991 = m =  I 
1992 = = =  I 
1993 m m  m I 
1994 I I I I 
1995 m I m I 
1996 m m m I 
1997 m m m rn 
1998 = m =  I 
1999 = m =  I 
Total ($101,004) ($12,525) ($1 13,529) $9,152 

Sources: USWC confidential responses to UTI 20-5 and UTI 46-13S1 

m 
I 
I 
m 
m = = 

($1 04,377) 

1 Q. 
2 

3 A. 

4 

Why do the net pension credits shown in the above table not tie to the $66.2 million pension 

asset that the Company has proposed to include in rate? 

The above table reflects annual pension credits on a total Arizona basis, including the cost of 

the Company's non-qualified retirement plan. One major difference between the amounts 

included in this table (Total State) and the amount the Company has proposed to include in rate 3 5  
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base (Intrastate) is the jurisdictional separation process which apportions the pension costs 

between the interstate and intrastate jurisdictions. In addition, the response to Data Request 

No. UTI 54-4 indicates that, at least for 1999, the capitalized pension credit represents an 

estimate based on the percentage of payroll costs capitalized. In any event, I have not 

attempted to reconcile these amounts with the Company’s rate base recommendation. 

Staff Approach 

Q. 
A. 

Could you briefly outline the rate base concept? 

Yes. Rate base is commonly viewed as being comprised of net utility asset investments used 

to provide service to ratepayers, which have not yet been recovered from ratepayers. When 

utility investors provide the necessary funds to support these company investments, those 

amounts are generally included in rate base to allow the investors an opportunity to earn a 

return on invested capital. Similarly, funds advanced, reimbursed, or otherwise paid for by 

ratepayers are properly excluded from rate base. 

With respect to the pension asset, the initial direct testimony of Company witness Redding 

(page 15) represents that its investors have effectively “contributed the cash” associated with 

the reduction in revenue requirements resulting from the inclusion of the pension credit in the 

ratemaking process - thereby justifying the inclusion of the pension asset in rate base. 

Q. In your opinion has the existence of a pension credit resulted in a substantial decrease to the 

cost of service in each year since 1987? 

No. For that to be the case, negative pension costs would need to have been included in the 

cost of service or somehow separately flowed through to customers “as recorded” each year 

since the adoption of FAS87. In my opinion, the Company needs to demonstrate that 

cumulative pension credits of at least $66.2 million (intrastate), from 1987 through the 1999 

test year, have been flowed through to its ratepayers to support its pension asset request. 

A. 
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Q. Do you believe that ratepayers have received the benefit of these pension credits merely as a 

result of the Company recording the negative pension costs? 

No. To the extent that the Company’s rate base treatment is premised on the “as recorded” 

benefit concept, I disagree with that premise for several interrelated reasons. First, I do not 

believe that it is possible to accurately quantify the accumulated net pension recoveries from 

or benefits provided to ratepayers. In order to prepare such a calculation, I believe that it 

would be necessary to reconcile the amount of actual pension costs recovered from ratepayers 

with the amounts actually contributed to the pension fund since the establishment of the 

pension plan. Such a quantification would be significantly complicated by the fact that the 

level of pension costs charged to expense over the years does not necessarily equate to the 

amount of pension costs recovered from ratepayers (i.e., included in cost of service) or 

contributed to the pension plan. 

A. 

Second, the Company’s pension plan and pension accounting have existed for decades. By 

focusing on the accounting entries underlying the “pension credits the Company recorded in 

the late 80’s and early 90’s” that result in the pension asset balance, the Company has excluded 

from consideration a substantial portion of the history which underlies the pension fund, 

pension accounting and cost of service. Assuming that net recoveries fi-om ratepayers can be 

accurately quantified, the Company appears to have inappropriately relied on its balance sheet 

accounting records for purposes of determining the amount that is includable in rate base. 

From a cost of service perspective, data provided by the Company for the period 1987 through 

1999 does not appear to support the position that ratepayers have substantially benefitted from 

the pension credits, at the expense of the Company’s investors, from a cost of service 

perspective. 

Third, USWC has sought to include the entire pension asset balance in rate base even though 

the Company has not demonstrated that 100% of these benefits have been actually flowed 
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through to its ratepayers. Unless the Company can somehow demonstrate that the negative 

pension costs have unquestionably been flowed through to its customers, USWC’s rate base 

proposal would charge ratepayers with a return on funds they never received -- thereby, 

unnecessarily benefitting Company investors. 

Q. Why did you conclude that the Company inappropriately relied on its accounting records for 

purposes of determining the rate base allowance for pension credits? 

In my opinion, the ratemaking treatment of pension credits, or negative pension costs, did not 

commence in 1987 with the adoption of the FAS87 and is not fully reflected in the Company’s 

accounting records. In many situations, it may be possible to clearly point to an occurrence or 

event and establish whether ratepayers or investors have paid for or benefitted from aparticular 

transaction. However, in this case, it is my opinion that the overall evidence does not support 

the Company’s contention that investors have “contributed the cash required to fund this 

reduction in revenue requirements generated by the pension credits” in the amount of the $66.2 

million (intrastate) included in rate base. 

A. 

For ratepayers to have benefitted from the recording of negative pension costs, it is my opinion 

that the Company would have to allege that costs are recovered from ratepayers as recorded 

or that the ratepayers have benefitted through reduced revenue requirements to the detriment 

of its investors. I do not accept, nor do I believe that the Company can sustain either 

representation. The question of cost recovery with regard to negative pension expense has a 

substantial historical context which, if ignored, could lead to inappropriate conclusions. 

Q. Please explain. 

A. Prior to FAS87, the amount of pension costs charged to expensekapital accounts and 

contributed to the pension fund were equal. Subsequent to FAS87, the Company has recorded 

negative pension costs and made no further contributions to its pension fund. In order to 
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establish whether ratepayers have inappropriately benefitted to the investors detriment, neither 

the act of recording costs nor making contributions necessarily establish the pension cost 

amount that ratepayers have “invested” in or “benefitted” fi-om through the cost of service. 

Pension funding is basically determined from a comparison of pension plan assets with the 

expected pension liability. The pension plan assets are comprised of prior contributions to the 

fund plus the actual returns received on the plan assets. Once the plan assets exceed the 

expected liability and meet certain provisions of the Internal Revenue Code, the plan is 

considered overfunded and no further tax deductible contributions can be made. However, the 

plan assets have accumulated over a long period of time, not just the last few years. 

Since the adoption of FAS87, the Company has recorded negative pension costs for all plan 

years, but one, primarily due to the pension fund’s favorable investment experience. The 

annual returns on pension plan assets have ranged from about 13% to over 23% in nine (9) of 

the thirteen (13) years since the adoption of FAS87 WSWC responses to Data Request Nos. 

UTI 20-7 and UTI 47-51. It is these “stellar” returns that have primarily contributed to the 

negative pension expense being recorded by the Company, in accordance with FAS87, since 

1987. 

In order to establish that ratepayers have benefitted to the investors’ detriment, it is my opinion 

that the Company would need to clearly demonstrate that the amount of pension credits flowed 

through to US WC’s Arizona intrastate customers equal or exceed the cumulative pension asset 

the Company has proposed to include in rate base. However, I do not believe that such a 

situation can be demonstrated with regard to this issue. 

Q. How does this position differ fiom the Company’s presentation on this issue? 
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Q- 

A. 

Q. 

A. 

Relying on USWC responses to StafWTI discovery in Docket E-1 05 1-93-1 83 (Staff Data 

Request Nos. 191,386-388) and Data Request No. UTI 20-5 in the pending proceeding, the 

following table was assembled to show the amount of pension credits allegedly flowed through 

Direct Testimony of Steven C. Carver 
Docket No. T- 1 05 1 B-99- 105 

Although the Company’s allegation of ratepayer benefits will be discussed later in more detail, 

there are two major differences. First, USWC’s filed evidence does not address or evaluate 

the value of pension credit benefits that customers are alleged to have received. Second, it 

appears that the Company has effectively assumed that the recording of negative pension costs 

equates to ratepayer benefits. While this theory has some limited application in situations 

where alternative forms of regulation are based on a sharing of earnings above predetermined 

thresholds, I do not believe that this process would apply to the Company’s Arizona operations. 

In your opinion, has the Company taken the position with regard to these pension credits that 

ratepayers have benefitted at the expense of its investors? 

Yes. However, I do not believe that ratepayers have thus far received substantial benefits that 

would justify the inclusion of a significant pension asset in rate base. 

Since the Company’s adoption of FAS87 in 1987, how does the amount of pension costs 

included in cost of service compare to the pension credits recorded by the Company? 

While the Company seems to argue that costs or benefits are recovered fiom or provided to 

ratepayers when the expense is booked in order to support including the pension asset in rate 

base, the amount of pension costs actually recorded by the Company varies significantly fiom 

year to year, as previously shown. Although I do not believe that it is possible to accurately 

quantify the accumulated net pension recoveries fiom or benefits provided to ratepayers, I have 

prepared a series of calculations which attempt to estimate the level of pension credit benefits 

ratepayers might have received since the adoption of FAS87. 
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to ratepayers in each proceeding immediately preceding or following USWC's adoption of 

FAS87. 

Arizona Intrastate - Net Pension Expense 
(000's) 

Ratemaking 
ACC Docket Order Date Pension Expense 

84- 100 1/10/86 $12,200 

88-146 3/01/89 (a) (600) 

9 1-004 7/15/91 (a) (9,900) 

93-183 1 /03/95 (9,000) 

Sources: USWC response to UTI 20-5. 
Note (a): Resolved by negotiated settlement. 

On its face, this table would seem to indicate that the rates in effect since early1989 have 

resulted in pension credits being flowed through to ratepayers. However, after further review 

and analysis, I do not believe that this information demonstrates that ratepayers have materially 

benefitted from the pension credits. 

Please explain. 

Appendix SCC- 1 represents an analysis of the amount of pension expense explicitly included 

in the Company's rates, starting with the rate case immediately preceding the adoption of 

FAS87. Recognizing that two of the rate cases before this Commission in the late 1980's - 
early 1990's (Le., E-1 05 1-88-1 46 and E-1 05 1-9 1-004) were resolved by negotiated settlement, 

I have estimated that ratepayers may reasonably be assumed to have provided USWC with 

cumulative positive pension expense up to $64.8 million, as compared to the negative $66.2 

million of pension credits that the Company proposes to include in rate base as a pension asset. 
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How does Appendix SCC- 1 quantify the amount of pension cost included in the cost of service 

resulting from Dockets E-1051-88-146 and E-1051-91-004? 

Because these two Dockets were stipulated settlements, Appendix SCC-1 assumes that the 

amount of pension cost included in the preceding litigated rate case continued in full force and 

effect. 

Why was the analysis presented by Appendix SCC-1 start in 1986? 

Calendar year 1987 represents the year in which USWC adopted FAS87. The rate order 

immediately preceding the adoption of FASS7 was implemented by order dated January 10, 

1986. [Decision No. 54843, dated December 31, 1995, Docket No. E-1051-84-100.1 By 

starting the analysis in 1986, it is possible to capture the transition to FAS87 and recognize that 

customer rates did not change immediately upon adoption of this accounting change. 

Consequently, it would be possible to examine how closely the cost of service allowance for 

this item has followed the recorded pension credits (or alleged ratepayer "benefits") the 

Company seeks to include in rate base. 

Since the test year in Docket No. E-1 05 1-84- 100 was calendar year 1984 and the next rate case 

was Docket No. E- 105 1-84-1 00 with an order issued March 1, 1989 adopting a negotiated 

resolution, any rates in effect during the intervening period (i.e., calendar year 1986, 1987, 

1988 and through February 1989) would not have reflected any pension credits associated with 

FAS87. Consequently, any positive pension costs included in the development of the rates 

effective during this period would tend to offset or mitigate the net amount of pension credits 

included in the cost of service since the FAS87 adoption. 

In describing Appendix SCC-1, you indicated that two of the rate cases @e., E-1051-88-146 

and E-1 05 1-91-004) were resolved by negotiated settlement. Why do you believe that this is 

important? 
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A. In assessing the amount of pension credits flowed through to ratepayers, it is imperative that 

only those orders which specifically address the various components of cost of service be 

considered. 

Docket No. E- 105 1-88-1 46 represented an earnings complaint proceeding that was styled 
as a Commission examination of the Company’s rates and charges. By Decision 56471, 
the Commission rescinded its earlier order finding for an interim rate reduction of $33.4 
million and adopted a negotiated settlement offered by the parties to implement a 
permanent rate reduction. 

In Docket No. E-1051-91-004, the parties again presented the Commission with a 
negotiated settlement agreement, which contained the following provision: 

23. Except as otherwise expressly provided in this Agreement, all 
the provisions of this Agreement have been negotiated for 
Settlement purposes only, and no party to this Agreement has 
approved, accepted, agreed to or otherwise consented to any method 
for determining return on equity or investment, rate base, cost of 
service, or any allocation method or rate design formula underlying 
any of the rates, charges, terms and conditions set forth in this 
Agreement. 
[Settlement Agreement appended to Decision 57462 J 

Settlement agreements are typically non-specific, by design. The negotiation process entails 

any number of compromises by each participant in the interest of reaching a resolution or 

common ground that each party finds acceptable. Such settlements leave the Commission 

unaware of important details, instead only presenting the final outcome as set forth in the 

agreement. By its very nature, a settlement agreement reflects a compromise that can be valued 

in various ways, not necessarily reflecting the filed positions of any particular party. As a 

result, I am unable to conclude what amount of any pension credits were embedded within the 

test years used in either of these proceedings or whether any credits were partially or fully 

flowed through to benefit ratepayers, to the detriment of the Company’s investors. 
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Q. If the assumption were to be made that it was reasonable to go behind these negotiated 

settlements in order to identifj the amount of pension costs included in rates, have you 

attempted to estimate that effect on the calculations set forth in Appendix SCC- 1 ? 

Yes. Appendix SCC-2 attempts that very calculation. If the Commission were to conclude 

that it was proper to step behind the explicit language and basic underpinnings of settlement 

agreements, Appendix SCC-2 would indicate that ratepayers may have participated in 

cumulative negative pension expense of approximately $42 million. If the Commission were 

to endorse this premise, the amount of the net pension asset (net of related deferred income tax 

reserves) included in rate base should not exceed 63% of the amounts set forth on ACC Staff 

Adjustment B-3, supported as follows: 

A. 

Description Ref. Pension Asset 

Cumulative Pension Credits Included In Rates (a) $42,029 

US WC’s Proposed Pension Asset (b) 66,22 1 

Ratepayer Percentage of Pension Credits 63.47% 

Note (a): Appendix SCC-2. 
Note (b): USWC Adjustment P-04. 

Q. Do you believe that all elements of the cost of service included in past rates should be 

reconciled with current cost levels to determine prospective rate treatment for each item? 

No. As a matter of ratemaking policy, I do not recommend that the Commission rely solely 

on or otherwise reconcile past decisions in establishing cost of service for future periods. 

However, it is my opinion that the consideration of past Commission rate orders are indeed 

relevant in demonstrating the Company’s failure to meet its burden to establish that investors 

have some claim to inclusion of the pension asset in rate base. 

A. 
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If the funded status and related earnings of the pension plan were created solely with investor 

funds, I could understand the Company’s concerns on this issue. On the other hand if 

ratepayers are assumed to have substantially funded the Company’s past pension contributions 

with USWC retaining a material portion of the pension credits, then the inclusion of the 

Company’s “pension asset” in rate base would improperly charge ratepayers a return on funds 

retained by the Company and would result in a windfall to investors. As discussed above, I do 

not believe that the Company has demonstrated that ratepayers have benefitted from the 

pension credits to the detriment of investors. For these reasons, the Commission should reject 

the Company’s rate base request. 

ComDany Position 

Q. What is the basis for the Company’s claim that the pension asset should be included in rate 

base? 

At pages 15-16 of his initial direct testimony filed in this proceeding, Company witness 

Redding briefly discusses USWC’s rationale for including the pension asset in rate base. Mr. 

Redding generally refers to the test year pension credits as a “non-cash” item, which should 

be treated consistently with the pension asset. The following excerpt appears in this portion 

of Mr. Redding’s testimony, further explaining why the Company has proposed that the 

pension asset be included in rate base: 

A. 

The customer will benefit from the pension credit in the form of reduced revenue 
requirements, similar to the past when they benefited [sic] from pension credits the 
Company recorded in the late 80’s and early 90’s. Pension credits, which are a non- 
cash item, reduce the revenue requirement. However, this reduction is a cash item. 
By this I mean that the revenues collected fiom customers are lower because of the 
inclusion of the pension credit in the development of the revenue requirement. 
Since the earnings of the pension plan cannot be withdrawn, the Company’s 
investors have to contribute the cash required to fund this reduction in revenue 
requirements generated by the pension credits. The equitable balance between the 
Company’s customers and its investors is to flow through the pension credits to the 
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customers and to allow the accumulated pension asset resulting from the pension 
credits to earn a return as part of the rate base. This reimburses the investors. 
[Redding Direct, pages 15- 161 

As indicated above, it is the Company’s view that the pension asset represents investor 

supplied funds. In essence, the Company has proposed rate base inclusion of the pension asset 

on the basis that ratepayers have benefitted through a lower cost of service because the pension 

credits reduced revenue requirements and because the Company recorded pension credits in 

the late 80’s and 90’s. Accordingly, the Company has proposed that the recorded pension asset 

should be included in rate base as ratepayer compensation for the use of investor funds. 

Q. Do you agree with the Company that its investors have contributed the additional cash required 

to “fund“ reduced revenue requirements generated by the pension credits? 

No. Other than providing a general reference to customers benefitting from “reduced revenue 

requirements, similar to the past when they benefited [sic] from pension credits the Company 

recorded in the late 80’s and early ~O’S,” Mr. Redding does not provide any definitive or 

comprehensive analysis of the amount of pension credits ratepayers are alleged to have actually 

received through the ratemaking process. Instead, I believe that the Company seeks to 

generally and improperly combine its historical accounting for pension costs with presumed 

ratemaking effects in an attempt to convince the Commission that USWC’s customers have 

benefitted to the detriment of its investors. 

A. 

Q. Have you made any further inquiries into the details underlying the Company’s position on this 

issue? 

Yes. Data Request No. UTI 20-4 was submitted specifically to obtain additional information 

regarding the Company’s position on ratepayer benefits. The following passage was provided 

in partial response to this discovery request: 

A. 
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Mr. Redding and Mr. Grate subscribe to the generally accepted ratemaking principle 
that rates based on sound cost-of-service ratemaking principles will, nonetheless, likely 
be either inadequate or excessive because revenues actually collected during a rate 
effective period will likely be, respectively, either less than costs actually incurred or 
more than costs actually incurred. If utility rates are inadequate, then the available 
remedy is for the utility to file for a rate increase. Conversely, excessive utility rates 
may require the filing of a complaint-style investigation by the regulatory agency, its 
staff or another party. Ratepayers benefit from the recordation of expense credits 
because they reduce costs actually incurred which, in turn, cause arevenue requirement 
reduction that helps to either obviate the need for a rate increase filing by the utility or 
to support a complaint of excessive rates by a regulator or other party. 
[Data Request No. UTI 20-4(a)] 

Based on this theory, the Company then postulates that the potential for rate increase filings 

or complaint reductions effectively serves as the balance to ensure that ratepayers benefit from 

cost reductions @e., pension credits) as they arise. The response to Data Request No. UTI 20-4 

M e r  discusses this point, as follows: 

For the reason stated in response to subpart “a,” Mr. Redding and Mr. Grate believe 
that ratepayers receive the benefit of reduced expenses (i.e. pension credits) regardless 
of whether a specific year’s reduced expenses are used to establish cost of service in 
ratemaking proceeding. Specifically, reduced expenses reduce revenue requirement 
and reduced revenue requirement benefits ratepayers. 
[Data Request No. UTI 20-4(b)] 

Using this logic, the Company essentially concludes that the pension asset must have been 

funded by its investors - since ratepayers have benefitted from negative pension costs, while 

investors were required to absorb the resulting short-fall in earnings. 

Q. 
A. 

Do you agree with this premise? 

I understand the Company’s position, but respectfully disagree. Anticipating the Company’s 

position on this subject, subpart (d) to Data Request No. UTI 20-4 asked whether it would then 

follow that ratepayers immediately incur or fund increases in expense that are recorded by the 
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Company, regardless of the extent to which those amounts are explicitly recognized in the 

ratemaking process. Not too surprisingly, the Company’s response, reproduced below, 

declined to symmetrically apply its theory of ratepayer benefit to also apply to funding costs 

increases: 

No. Ratepayers do not immediately incur or fund increases or decreases in expenses 
(or revenues or ratebase for that matter) because changes in the elements of revenue 
and cost that comprise revenue requirement do not reflect themselves in rate 
immediately. See the response to part “a.” 

So long as the parties to the ratemaking process are vigilant, however, all changes in 
expenses, revenues and ratebase are recognized in the cost-of-service ratemaking 
process because once known and measurable, they can be included in a measurement 
of revenue requirement. From that measurement, the parties to the ratemaking process 
can determine whether filing a rate case or complaint is justified. 
[Data Request No. UTI 20-4(d)] 

It is true that a common simplifying assumption in the ratemaking process is that costs are 

recovered as expensed. If this premise of cost recovery was globally applied and true without 

exception, utilities would have absolutely no need to obtain regulatory authority to defer or 

seek explicit recovery of any incurred cost, as the act of recording such costs as a current 

period expense would provide the needed recovery. Under such a theory, the Company would 

not have needed to seek Commission authority in prior dockets to defer and amortize one-time 

transition costs (e.g., compensated absences, merit awards, medical & dental costs) or request 

the explicit recovery of costs associated with FASll2 or FAS106. Even the Company’s 

response to Data Request No. UTI 20-4(c) recognizes the limitations of this argument and 

seems to undermine any symmetry to its position. 

Nevertheless, I do not believe that one can simply assume that an ever vigilant ratemaking 

process will ensure that “all changes in expenses, revenues and ratebase are recognized in the 

cost-of-service ratemaking process.” All parties including the Commission have competing 
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demands for limited resources. As interested as regulatory commissions are in ensuring that 

regulated rates are no higher or lower than necessary, it has been my experience that regulatory 

agencies are often hesitant to commit the required resources to pursue and process formal 

earnings complaint cases - particularly in the context of the likely discovery challenges 

surrounding a complaint investigation and the obligation to process other filed applications 

within more typically stringent time fiames. 

Q. In your opinion, how does this theory of "as recorded" cost recovery relate to the traditional 

ratemaking process? 

Whenever a rate case is filed by a utility, it assumes a risk that the rates filed and ultimately 

approved will either be inadequate or excessive, no matter what test year approach or series 

of adjustments are proposed by the parties. Generally, utility rates are authorized based on a 

known and measurable test year cost of service regardless of the actual level of costs which 

might be incurred during the rate-effective period. If utility rates are inadequate, then the 

available remedy is to timely file for a rate increase. Conversely, excessive utility rates 

normally require the filing of a complaint-style investigation by the commission staff or a 

consumer group, as utilities are rarely willing to voluntarily initiate base rate reductions. 

A. 

It is widely accepted that cost based utility rates, once established by a ratemaking body, are 

deemed to be just and reasonable until such time as a moving party carries its burden of proof 

to establish that said rates are no longer just and reasonable. Costs incurred by the utility are 

often presumed to be covered by existing rates, regardless of whether the cost of service study 

underlying said rates included a specific allowance for that unique cost. Otherwise, the result 

could entail an endless reconciliation process comparing each element of actual costs during 

the rate-effective period with the cost of service details underlying the preceding rate case 

order. However, this presumption does not extend to the actual adjustment of utility rates 
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charged ratepayers between rate cases to track specific cost levels, such as negative pension 

expense or represcription changes. 

It is also generally recognized that to allow utilities to collect additional funds from ratepayers 

in the future simply because expenses were incurred which had not been specifically provided 

for in the determination of the existing base rates is considered retroactive ratemaking. While 

past expenses are frequently employed in quantifying or developing the prospective cost of 

service on which overall rates are based, it is improper to establish future rates at levels 

intentionally designed to recover past losses or under-recoveries due to historical imbalances 

in the matching of rates and actual expenses. 

In spite of the realities of the ratemaking process, the Company has basically relied on an “as 

recorded” cost recovery theory to support an allegation that the prospective ratemaking process 

should be modified to recognize that past accounting practices have allegedly benefitted 

ratepayers (i.e., negative pension costs) to the detriment of its investors. In my opinion, the 

Company must assume an even greater burden to demonstrate the existence of the alleged 

“investor contribution” than has been presented in this proceeding. 

Q. 
A. 

Do you have any M e r  comments on this issue? 

Yes. In Docket No. E-1051-93-183, the Commission was presented with a very similar 

ratemaking issue associated with the pension asset and FAS87 pension credits. The ACC 

adopted the Staffs recommendation in that rate case. The following excerpt appears at page 

5 of the Decision No. 58927: 

We concur with the Company that the overfunded pension assets which were 
contributed by shareholders should be included in rate base. It would be unfair to 
permit ratepayers to benefit by reduced expenses resulting from capital invested by 
Company shareholders. However, at the same time it would be equally unfair to 
include the overfimded pension assets in rate base if ratepayers have previously 
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provided those funds to the Company. Although the Company has presented evidence 
in an effort to demonstrate that since 1986 the shareholders have provided the monies 
which resulted in the current overfunded pensions asset, Staff’s analysis has raised 
significant questions as to the accuracy of the Company’s claim. Even if we were 
convinced of the accuracy of the Company’s number for the 1976- 1993 period, we 
would still not be able to conclude that shareholders have advanced excess pension 
amounts from the inception of the pension account. Based on all the above, we find 
the Company has not presented sufficient evidence to clearly demonstrate that its 
shareholders have advanced the excess pension amounts. Accordingly, we must deny 
the Company’s request to include the net amount of overfunding of $36,2 13,000 in rate 
base. 
[Arizona Docket No. E-1051-93-183, Decision No. 58927, page 51 

In spite of this language, the Company declined to directly address this issue in direct 

testimony. 

Conclusion 

Q. 

A. 

Please summarize your recommendation on this issue. 

I do not believe that the Company has adequately demonstrated that ratepayers have received 

substantial pension credit benefits to support the inclusion of the entire pension asset in rate 

base. Although some pension credits have been returned to ratepayers through a reduction in 

revenue requirements, it is my opinion that the amount of any such benefits are relatively 

limited in comparison to the pension asset balance. For the reasons previously set forth, the 

Commission should deny the Company’s request to include a pension asset in rate base and 

similarly remove the related deferred income tax reserves from rate base. 

Q. 
A. Yes. 

Does this conclude your direct testimony? 
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Arizona Intrastate (000's) 

Assumed Ratemaking Estimated 
ACC Order Months in Pension Pension Credit 

Year Docket Date Effect Allowance in Rates 

1986 

1987 

1988 

1989 

1990 

1991 

1992 

1993 

1994 

1995 

1996 

1997 

1998 

1999 

84- 100 

84- 100 

84- 100 

84-1 00 

84-100 (a) 

84-100 (a) 

84-100 (a) 

84-100 (b) 

84-100 (b) 

84-100 (b) 

84-100 (b) 

93-183 

93-183 

93-183 

93-183 

93-183 

Note (a): 

Note (b): 

1 11 0186 12 

12 

12 

2 

3/01/89 10 

12 

6.5 

7/15/91 5.5 

12 

12 

12 

1/03/95 12 

12 

12 

12 

12 

$12,200 

12,200 

12,200 

12,200 

12,200 

12,200 

12,200 

12,200 

12,200 

12,200 

12,200 

(9,000) 

(9,000) 

(9,000) 

(9,000) 

(9,000) 

$12,200 

12,200 

12,200 

2,033 

10,167 

12,200 

6,608 

5,592 

12,200 

12,200 

12,200 

(9,000) 

(9,000) 

(9,000) 

(9,000) 

(9,000) 

$64.800 

The pension costs from Docket 84- 100 are assumed to 
continue due to the settlement in Docket 88-146. 

The pension costs from Docket 84-100 are assumed to 
continue due to the settlement in Docket 9 1-004. 

If negotiated settlements are treated as resolutions without any finding on specific costs andlor 
recoveries, a reasoned assumption would look to the results from the previous most recently litigated 
case to determine the amount of pension expense. 
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U S WEST COMMUNICATIONS, INC. 

Analysis of Pension Costs Included in Revenue Requirement 
DOCKET NO. T-1051B-99-105 

Arizona Intrastate (000’s) 

Assumed Ratemaking Estimated 
ACC Order Months in Pension Pension Credit 

Year Docket Date Effect Allowance in Rates 

1986 

1987 

1988 

1989 

1990 

1991 

1992 

1993 

1994 

1995 

1996 

1997 

1998 

1999 

84- 1 00 

84- 100 

84- 100 

84- 100 

88-146 (a) 

88-146 

88-146 

9 1-004 (a) 

9 1-004 

9 1-004 

9 1-004 

93-183 

93-183 

93-1 83 

93-183 

93-183 

Note (a): 

1/10/86 12 $12,200 $12,200 

12 12,200 12,200 

12 12,200 12,200 

310 1 189 10 (600) (500) 

12 (600) (600) 

6.5 (600) (325) 

711 519 1 5.5 (9,900) (4,538) 

12 (9,900) (9,900) 

12 (9,900) (9,900) 

12 (9,900) (9,900) 

1/03/95 12 (9,000) (9,000) 

12 (9,000) (9,000) 

12 (9,000) (9,000) 

12 (9,000) (9,000) 

12 (9,000) (9,000) 

2 12,200 2,033 

($42,029) 

Per USWC response to UTI 20-5, booked amount assumed as 
pension credit included in both settlements. 

If negotiated settlements are not treated as resolutions without any finding on specific costs andlor 
recoveries, the above tabulation would reflect the net pension expense credits conveyed to ratepayers 
- even though two of the proceedings that involved the introduction of negative pension costs were 
negotiated settlements. 
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BEFORE THE 
ARIZONA CORPORATION COMMISSION 

PREPARED TESTIMONY OF 
MICHAEL L. BROSCH 

Please state your name and business address. 

My name is Michael L. Brosch. My business address is 740 North Blue Parkway, Suite 204, 

Lee’s Summit, Missouri 64086. 

By whom are you employed? 

I am a principal of Utilitech, Inc., a consulting firm engaged primarily in utility rate and 

regulation work. The firm’s business and my responsibilities are related to special services 

work for utility regulatory clients, including rate case reviews, cost of service analyses, 

jurisdictional and class cost allocations, financial studies, rate design analyses, and focused 

investigations related to utility operations and ratemaking issues. 

On whose behalf are you appearing in this proceeding? 

I am appearing on behalf of the Utilities Division Staff of the Arizona Corporation 

Commission (“Staff’ or “ACC”). Utilitech was retained to review and respond to the 

Application of US West Communications, Inc., (now Qwest), for a finding of jurisdictional 

earnings, fair value, fair rate of return and rate schedules. My work was coordinated with the 

efforts of Steven Carver of Utilitech and with Utilitech’s co-consultants, William Dunkel & 

Associates and Mr. Stephen Hill. I have prepared this testimony and certain Exhibits described 

herein as a result of such engagement. In general, my testimony addresses revenue issues and 

adjustments. An executive summary of my testimony appears starting at page 5. 

Given the recent merger of U S West, Inc. and its subsidiaries into Qwest Corporation, how 

will you refer to the Applicant in testimony? 
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Q- 

A. 

Staffs testimony will continue to refer to the Applicant as “U S West” or “USWC”, in keeping 

with the Company’s name in the Application and throughout the discovery responses and other 

materials quoted throughout the testimony. 

Will you summarize your educational background and professional experience in the field of 

utility regulation? 

I graduated from the University of Missouri, Kansas City, in 1978 with a Bachelor of Business 

Administration Degree, majoring in accounting. I hold a CPA Certificate in the State of 

Missouri and in the State of Kansas. I am a member of the American Institute of Certified 

Public Accountants, the Missouri Society of Certified Public Accountants, and the Kansas 

Society of Certified Public Accountants. Since completion of formal education, my entire 

professional career has been dedicated to utility operations and regulation consulting. 

From 1978 to 1981, I served as a public utility accountant with the Staff of the Missouri 

Public Service Commission. While employed by the Missouri Commission, I participated in 

rate case examinations involving electric, gas, water, steam, transit, and telephone utilities 

operating in Missouri. 

In December, 1981, I accepted employment with Troupe Kehoe Whiteaker & Kent, a Kansas 

City CPA firm, in its public utility department. While with Troupe Kehoe Whiteaker & Kent, 

I was involved in the review, analysis, and presentation of a wide range of utility rate case 

issues and various other utility management advisory functions for both utility company and 

regulatory agency clients. In May of 1983, I commenced employment with Lubow McKay 

Stevens and Lewis, an accounting and public utility consulting firm. While with that firm, I 

was involved in numerous regulatory proceedings and directed the conduct of a variety of 

special projects. 
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. 

In June of 1985, Dittmer, Brosch and Associates, Inc. (now Utilitech, Inc.) was organized. The 

firm specializes in public utility regulatory and management consulting in the electric, gas, 

telecommunications, water, and waste water industries. As a principal of the firm, I am 

responsible for the supervision and conduct of the firm's various regulatory projects. A 

majority of the firm's business involves representation of utility commission staff and 

consumer advocate agencies in utility rate proceedings and special or focused investigations. 

I have testified before utility regulatory agencies in Anzona, Arkansas, Florida, Hawaii, 

Illinois, Indiana, Iowa, Kansas, Miclugan, Missouri, Nevada, New Mexico, Ohio, Oklahoma, 

Utah, Washington and Wisconsin in regulatory proceedings involving electric, gas, 

telephone, water, sewer, transit, and steam utilities. 

Q. 

A. 

Have you participated in many prior USWC regulatory proceedings? 

Yes. My firm has represented regulatory agency clients in USWC proceedings in six different 

states over the past 14 years. With respect to Arizona, I have participated as Staffs consultant 

in the three most recent general rate cases involving USWC. I served as advisory consultant 

to the Wyoming PSC Staff in rate case negotiations in that state. In Washington, I assisted the 

Attorney General's Office in negotiation and subsequent review of USWC's Alternative Form 

of Regulation (MOR) plan in 1991, and then as a witness in the Company's two most recent 

Washington general rate cases. I also testified in a 1999 Washington proceeding involving 

directory imputation issues on behalf of the Washington Attorney General and other 

intervenors. In 1997, I served as a revenue requirements and affiliated interest witness in the 

USWC Utah rate case. I also consulted and submitted testimony regarding the recently 

consummated Qwest / U S West merger on behalf of clients in Iowa, Utah and Washington. 

I served as a witness in the pending New Mexico rate case, in support of the Public Regulation 

Commission Stafl? s revenue requirement position. 
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Beyond USWC, I have considerable experience in the rate regulation of other regional Bell 

telephone companies as well as major independent telephone companies and have addressed 

the sources of value and imputation issues associated with directory publishing affiliates of 

such companies on many prior occasions. 

Q. 
A 

What is the purpose of your testimony in this Docket? 

My testimony is responsive to the prefiled direct testimony, supplemental testimony and 

related exhibits of Company witnesses Mr. George Redding, Ms. Ann Koehler-Christensen and 

Ms. Nancy Heller Hughes. I sponsor and support a series of accounting adjustments related 

generally to revenues, affiliate transactions, cash working capital and several special issues 

raised in the Company’s filing. My work and Mr. Carver’s work is quantified in a series of 

accounting adjustments that are included within the Staffs Accounting Schedules that are 

bound within this volume. The specific adjustment schedules that I sponsor are listed in the 

index to my testimony and on the cover page of the Accounting Schedules. 

Q. 
A. 

What test period was employed in the performance of your work? 

The basic test period was updated by USWC to the year ended December 3 1,1999. In keeping 

with the test year concept and cutoff explained by Mr. Carver, the data I relied upon and the 

calculations I performed are generally limited to known and measurable changes as of 

December 3 1 , 1999 with an exception for the sale of rural exchanges now under consideration 

by Commission in a separate Docket. Most of the major elements of the test period 

presentation of Staff are annualized at year-end, to coincide with the use of a December 3 1, 

1999 rate base, to the extent annualization adjustments are feasible and produce representative 

results. In certain areas where annualization adjustments are not feasible, the average test 

period amounts are used by Staff and are adjusted to restate for unusual or non-recurring 

transactions or known and measurable changes in underlying data. 
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EXECUTIVE SUMMARY 

Q. 
A. 

What issues within Staffs revenue requirement presentation are addressed in your testimony? 

My testimony describes and supports adjustments proposed by Staff in the areas of revenue 

annualization, service quality program costs, uncollectibles, rent compensation, directory 

imputation, cash working capital, affiliate transactions, public policy costs, unrecorded plant 

retirements, fair value and the Company’s proposal for treatment of broadband services as well 

as special ratemaking for reciprocal compensation. 

Q. How are the revenue adjustments that you sponsor different fi-om the Company’s proposed 

adjustments? 

U S West has proposed the indiscriminate annualization of all revenue accounts based upon 

December 1999 recorded revenues, multiplied by twelve (months) to arrive at test period 

levels. In essence, the Company proposes a “single-month” test period by the adjustments it 

has proposed. The revenue annualization adjustments in the Company’s case are not sensitive 

to the different types of revenues contained in the various accounts, so as to recognize that 

variability in non-recurring revenues in any single month makes USWC’s proposed single- 

month test period distortive of ongoing, normal revenues. The Company’s approach produces 

unreasonable results for non-recurring local revenues, access revenues and miscellaneous 

revenues. 

A. 

The Staffs case, in contrast, utilizes an annualization approach that is sensitive to the 

underlying nature of each type of revenue being adjusted. Only certain specific revenue 

accounts contain recurring monthly charges that are stable fkom month to month, so that a 

single month “times 12” approach can produce reasonable results. For these recurring 

accounts, Staffs revenue adjustments generally coincide with USWC’s calculations. In other 

accounts, no adjustment is proposed by Staff except to annualize ACC-approved rate changes. 
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The first four Staff operating income adjustments, Schedules C-1 through C-4, deal with 

revenue annualization issues. 

Q. Please describe the directory imputation difference between Staff andUSWC that is addressed 

in your testimony. 

Staff has imputed directory revenues based upon the stipulated $43 million level that was 

previously agreed upon with Staff and approved by the Commission, rejecting the Company’s 

position that imputation should cease. The $43 million directory imputation stipulation was 

relied upon by the Company in its successfit1 appeal reversing the higher ACC-ordered 

imputation amount from the last USWC rate case. My testimony explains that imputation 

should continue in recognition of the many benefits the directory publishing affiliate receives 

from its relationship with the regulated USWC business - benefits that are not fairly 

compensated under the non-arm’s length Publishing Agreement that exists between the 

affiliates. I describe and quantify a much higher imputation adjustment could be justified by 

the financial performance of U S West Dex, which makes the per-stipulation $43 million 

amount in Staffs filing quite conservative to the benefit of the Company. 

A. 

The Company’s testimony argues that it should now be excused from even the minimal $43 

million imputation it had previously agreed upon with the Commission. According to 

Company testimony, the cost of publishing white pages that is incurred by Dex should now 

be treated as a “value” reducing the amount of imputation. Another “value” in the form of 

white pages revenues already recorded on USWC’s books is also proposed as a reduction to 

imputation. Staff rejects these arguments since they completely ignore the large revenue 

stream realized and retained by Dex from publishing white pages and yellow pages. My 

testimony explains that the market value ofU S West’s official directories far exceeds the costs 

of publishing them, such that Dex, USWC or another publisher could readily publish the 

directories without charging the telephone company such costs. Even the white pages in 
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isolation produce large revenue streams that serve to offset much of the costs of publishing 

white pages, revenues that are ignored in the Company’s analysis. It must be recognized that 

any prudent incumbent Bell telephone company would also to realize the large yellow pages 

profits achievable from the exclusive right to publish the “official” directories. Imputation is 

required to capture some of this profit opportunity for customers. Schedule C-5 sets forth 

Staffs imputation amount. 

Q. How are costs and foregone revenues associated with the Arizona service quality program 

treated in the Company’s and the Staffs revenue requirement calculations? 

U S West would include all of the costs it incurs in waived charges, penalties and alternative 

service arrangements under the Arizona Service Quality Plan Tariff as part of the revenue 

requirement to be collected from ratepayers. Staff opposes rate case recovery of service 

quality program costs from the general body of ratepayers as contrary to the intent of the 

program, a disincentive to management to improve service quality, and fundamentally unfair 

to ratepayers. These costs represent penalties and remedies for inadequate service performance 

by the Company. If such costs were simply re-allocated to other customers within rate cases, 

the incentive to the Company to improve service quality is diminished. Management could 

tolerate inadequate service and simply file rate cases to be made whole for any foregone 

revenues or program costs that may result. Staff urges the Commission to adopt a policy of 

non-recovery of service program costs and penalties. Schedule C-8 adds back the foregone 

revenues and disallows the costs incurred under USWC’s Anzona service quality tariff. 

A. 

Q. 
A. 

Has the Staff proposed any adjustments for uncollectible revenues? 

Yes. Uncollectibles are annualized in Staffs filing, based upon recent actual uncollectible 

experience of the Company, in Schedule C-7. 

Q. How is the Company’s broadband cable service in Arizona treated within Staffs filing? 
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U S West has organized its broadband cable venture within a separate affiliate company and 

has proposed the transfer of certain assets from USWC to this affiliate in a separate Docket 

before the Commission. In addition, this new affiliate entity requires considerable ongoing 

support services from USWC, which creates large affiliate transactions and yields significant 

revenues and expense credits to USWC. Staffs Schedule C-6 annualizes the test period 

affiliate transactions with the new broadband affiliate, while Schedule B-6 reverses the 

Company’s asset transfer adjustment, so as to recognize the suspension of USWC’s 

Application proposing these transactions. It may be necessary to later revise these adjustments 

to reflect Staffs position in the specific Docket established to address broadband issues. 

Another revenue element is rent compensation recorded on USWC’s books for shared assets 

among the state jurisdictions. How has Staff treated these revenues? 

Rent compensation calculations are restated in Staff Schedule C-28, based upon the overall rate 

of return being proposed by Staff witness Hill. The result of this adjustment is that ratepayers 

pay the same uniform rate of return on investment used to serve them, even if such investment 

resides in other USWC state jurisdictions. 

What other affiliate adjustments are included in Staffs revenue requirement presentation? 

Schedule C-9 includes a series of true-up adjustments to the affiliate billings applicable to the 

test period. This adjustment is required to remove out-of-period bookings related to affiliate 

transactions. Another adjustments is proposed at Schedule C-20 to partially disallow certain 

departmental costs from the U S West, Inc. parent entity that are not properly charged to 

ratepayers. These costs include excessive senior executive management costs, corporate 

development, strategic planning, legislative, public relations and cash management costs that 

are of no direct tangible benefit to ratepayers. This adjustment is similar to the disallowance 

of such costs ordered by the Commission in the Company’s last Arizona rate case. 
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Does Staff also propose partial disallowance of legislative and public relations costs incurred 

directly by USWC? 

Yes. In Schedule C-19, Staff has recognized that only 8 percent of the costs of USWC’s 

Public Policy organization are classified below-the-line as lobbying or charitable activity on 

the books. Staff has increased this below-the-line allocation to 50 percent, in accordance with 

the Commission’s order in the last Arizona rate case. 

Are any changes in the jurisdictional allocation of costs addressed in your testimony? 

Yes. I propose a small adjustment at Schedule C-21 to allocate a portion ofemployee 

telephone service concessions to the interstate jurisdiction, so as to recognize that Company 

employees work for the benefit of both interstate and intrastate customers and the cost of these 

benefits should be equitably allocated across jurisdictions, in the same manner wages are 

allocated. 

How is reciprocal compensation treated in your testimony? 

In Schedule C-30, reciprocal compensation is adjusted to appropriate test period levels by 

reversing the Company’s adjustment that reaches into the year 2000 to include higher net 

reciprocal compensation costs. My testimony also explains the many reasons why Mr. 

Redding’s proposed automatic rate adjustment for reciprocal compensation should be rejected 

by the Commission. 

Have you proposed any revisions to the detailed calculations and allocations of costs to the 

Arizona exchanges being sold by USWC to Citizens? 

Yes. In Schedule C-29 I propose changes to the Company’s proposed expense allocations to 

such exchanges, to include reasonable allocations of marketing and corporate operations 

expenses to such exchanges being sold. 
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Q. Do you propose any adjustments to plant in service or depreciation expenses in your 

testimony? 

Yes. I explain the serious issues raised by FCC auditors with regard to the Company’s plant 

asset accounting procedures and also describe certain apparent deficiencies in such accounting 

on Arizona books. In Schedule B-1 certain plant asset balances that appear to be obsolete and 

reflective of unrecorded retirements are removed from rate base, while the corresponding 

depreciation expense effects of such unrecorded retirements are quantified at Schedule C-22. 

A. 

Q. 
A. 

Are you responsible for Staffs calculation of cash working capital in rate base? 

Yes. Schedule B-4 represents the test period lead lag study of cash working capital that has 

been prepared by Staff. It includes several revisions to lag day values associated with the 

payment of employee compensation and benefits, interest expense, payroll taxes and 

miscellaneous cash vouchers. In addition, Schedule B-4 recalculates cash working capital 

based upon Staffs revised test period revenue and expense amounts. 

Q. 
A. 

Does this conclude your executive summary? 

Yes. However, I would note that Mr. Carver’s testimony describes how the Staffs 

adjustments sponsored by me and other witnesses are combined to derive the overall revenue 

requirement for the 1999 test period. 
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REVENUE ADJUSTMENTS 

Q. 
A. 

How has USWC quantified its annual test period intrastate revenue amounts in this Docket? 

USWC has annualized all revenue accounts as of December 31, 1999, using a procedure in 

which all revenue amounts in each sub-account recorded in December 1999 are simply 

multiplied by a factor of twelve to detemine the annualized amount. Where individual 

revenue accounts or groups of accounts were thought to not contain representative recorded 

amounts in December, the Company made limited “normalizing” adjustments to produce more 

representative results. Ths  “December times twelve” methodology was applied by US WC to 

local service, intrastate toll, intrastate access and miscellaneous revenue accounts. The result 

of the Company’s approach is to adopt a one-month test period for revenue measurement 

purposes. 

Q. Does Staff agree that, as a matter of general principle, revenues should be annualized at year- 

end levels? 

Yes. In instances where it is feasible to quantify a reasonable year-end annualization 

adjustment that is representative of ongoing conditions, such adjustments should be made. 

This is in keeping with the use of a year-end rate base valuation and is consistent with 

annualization of other revenue requirement determinants such as payroll and depreciation 

expense. However, the indiscriminate multiplication of December 1999 recorded revenues 

times 12 does not always produce reasonable results. Staff has more carehlly applied 

annualization methodologies that fit the factual circumstances and any observable trends in 

each type of revenue earned by the Company. 

A. 

In general, Staff has annualized the revenue accounts that are exhibiting meaningful trends and 

for which reliable adjustments can be calculated. In certain instances, the observable trends 

and relative stability in specific revenue sub-accounts caused Staff to concur with USWC’s 
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Q. 

A. 

Q. 

A. 

proposed December 1999 times 12 calculation. In other instances, variability in monthly 

recorded revenues or the absence of meaningful trends in the data suggested either no 

annualization or an alternative calculation approach. 

Are certain types of revenues amenable to the Company’s proposed “one month times twelve” 

methodology for annualization? 

Yes. Revenues that are earned through a recurring monthly flat-rate charge can be reasonably 

quantified by looking at a single normalized month of recorded results and multiplying by 

twelve. Examples of such revenues include basic recurring charges for 1FR and 1FB services, 

recurring charges for custom-calling features, and recuning charges for centrex and local 

private line services. Unlike message revenues or non-recurring charges for installation of 

services that can vary considerably fiom month to month, the recurring charges for basic local 

and other services do not vary due to seasonal influences, the number of days in the month or 

other potentially distortive influences. When a customer purchases basic local exchange 

service that is priced on a recurring monthly flat rate basis, the monthly recurring revenues in 

any particular month are predictive of the revenues to be charged that customer on an ongoing 

basis. On the other hand, when certain customers make toll calls or incur installation charges, 

the amounts that are earned by USWC in a particular month do not reliably quantify ongoing 

annual revenue levels by simply multiplying that month’s revenues by twelve. 

Can you illustrate the difference in variability of monthly revenue amounts using actual test 

period data? 

Yes. I have prepared a graph to illustrate the problems associated with assuming that a 

December 1999 times twelve approach will always produce reasonable results. The 

Company’s revenue annualization adjustment includes recurring, non-recuning, local message, 

toll, access and all other types of revenues for adjustment purposes. The recorded monthly 

local, toll and access revenue accounts subject to this process are set forth in the following 

UTILITECH, INC. Page 12 



E 
I 
1 
I 

Direct Testimony of Michael L. Brosch 
Docket No. T- 105 1B-99- 105 

1 

2 

3 

4 methodology. 

graph containing amounts from January 1997 through April 2000. A linear trend line has been 

superimposed on the data, to illustrate the overall trend in recorded intrastate local, toll and 

access revenues within the revenue accounts subjected to the Company’s adjustment 

Mylntrastate Local, Tdl &Access kvnues 

5 

6 

7 

8 

9 

What is obvious from this overall view of the unadjusted, per-books revenue data is that the 

Company’s selection of December 1999 as the starting point for the annualization is unlikely 

to yield reasonable results because the December 1999 data point of $91.6 million is 

significantly below the trend line for the entire period. Even with the several attempts made 

by USWC to normalize the December values prior to multiplying by twelve, the Company’s 
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results are unreliable and inconsistent with observable revenue trends. It should also be noted 

that the trend line shown above tends to understate revenue volume growth, because of the 

large price reductions implemented in October 1999 (upon termination of the directory 

surcharge) that reduce subsequent months’ recorded revenues and the slope of the trend line. 

Q. Why is it significant that the December 1999 data that was relied upon by USWC for revenue 

annualization is below the trend line? 

Any abnormality or seasonality in the December 1999 recorded data is amplified under the 

Company’s approach, which multiplies the reported data, less any known accounting 

adjustments, times 12 (months) to annualize. There is significant month-to-month fluctuation 

in the overall revenue data, particularly in the revenue accounts that do not contain recurring 

monthly charge-type revenues. The hdamental reason why the Company’s approach cannot 

produce reasonable results is that December 1999 data is most representative for only the 

normal and recurring-charge types of revenue, not the accounts containing non-recurring 

charges, message charges or other variable billing determinants. 

A. 

Local Service Revenues 

Q- 

A. 

Q. 

A. 

Are local service revenues one of the revenue categories of test period revenues that the 

Company has annualized using a December times 12 approach? 

Yes. 

What are some examples of Local Service revenue accounts included in the Company’s 

annualization adjustment that should QOJ be annualized based upon a “one month times twelve” 

approach? 

The non-recurring charges associated with service installations and rearrangements are driven 

by fluctuating levels of inward and outward movement of customers. Thus, these revenues are 

variable from month to month and cannot be reliably annualized using a single month “times 
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12” methodology. To illustrate how the impact of variability in the non-recurring revenue 

accounts, I have prepared the following table showing the results of the Company’s 

methodology if the test year in this Docket were to end only one or two months earlier than the 

December 1999 month that was used by USWC to annualize these revenues: 

Alternative Calculation Months oct-99 NOv-99 Dec-99 
Non-recurring Local Service Revenues 5,475,249 5,909,094 4,450,692 
Times 12 to Annualize 65,702,989 70,909,131 53,408,299 
Difference by Month versus December x12 12,294,691 17,500,833 used by USW 

Moving the test period and the Company’s annualization of non-recurring local revenues only 

one or two months would cause the resulting adjustment to increase by $12.3 million to $1 7.5 

million simply due to typical month to month variability in the data. I do not recommend 

using any of these alternative months, but merely make this comparison to illustrate the 

severity of distortion that can be created by assuming any particular month’s recorded non- 

recurring or message revenues are representative enough to be multiplied by 12 to annualize. 

Q. Is the variability in non-recurring local service revenues isolated to only the October, 

November and December 1999 figures you have compared in the previous table? 

No. During the test period, total non-recurring revenues experienced month-over-month 

increases and decreases of up to positive 20 percent to negative 25 percent, respectively. 

Individual non-recurring revenue accounts within this broad category of revenue experienced 

even more dramatic monthly fluctuation. It is simply not appropriate to attempt to annualize 

these non-recurring revenues based upon a single month’s data. 

A. 

Q. How does the Company’s inclusion of non-recurring local service December 1999 recorded 

revenues in its annualization methodology impact its asserted revenue requirement? 
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By including non-recurring local service revenues, based upon December 1999 times 12, the 

Company has adjusted revenues downward by $5.0 million. Ths  adjustment amount directly 

increases US WC’s asserted intrastate revenue requirement. 

Did the Commission address the issue of annualizing non-recurring local service revenues in 

the last USWC rate case in Arizona? 

Yes. At page 16 of Decision No. 58927, the Commission stated: 

The Company annualized TY non-recurring local service revenues by 
multiplying first quarter 1993 levels by four. With respect to 
residential and business non-recurring revenues, Staff recommended 
utilizing the actual TY amounts. Staff did not recommend any 
adjustment to the TY amounts because of the variability in amounts 
from month to month. Accordingly, Staff proposed eliminating the 
Company’s pro forma adjustment of ($749,000). 

The Company did not dispute that these non-recurring revenues were 
variable fkom month to month. Accordingly, we find Staffs 
recommendation to be reasonable and approve the $749,000 
adjustment . 

What is proposed by Staff with respect to annualization of local service revenues in this 

Docket? 

As noted above, Staffproposes a local service revenue annualization approach that is sensitive 

to the nature of the underlying data. Specifically, certain recurring monthly revenue accounts 

have been annualized by Staff using USWC’s proposed December 1999 times 12 approach, 

after correcting for abnormal transactions in the data. However, for other non-recurring and 

message revenue accounts, no adjustment is proposed by Staff because there is no obvious 

increasing or declining trend in the volumes or revenues being experienced by the Company. 

Schedule C-1 has been prepared to calculate Staffs proposed annualization of local service 

revenues, including the local service revenue accounts where a single month’s data can be 

relied upon. Staffs annualization result is compared at line 21 to the Company’s proposed 

UTILITECH, INC. Page 16 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

Direct Testimony of Michael L. Brosch 
Docket No. T- 105 1 B-99- 105 

local service revenue annualization, to yield the net adjustment proposed by Staff to the 

Company’s prefiled case. 

You described the problems with USWC’s one-month-times-twelve adjustment methodology 

with reference to non-recurring charges to customers. Is there a specific type of local revenue 

where the Company’s methodology produces unreasonably large downward reductions in 

revenues? 

Yes. The Company’s methodology results in a downward adjustment of about $9.4 million 

in Anzona Directory Assistance (“DA”) revenues. While it is true that certain DA rate 

reductions were implemented during the test period that have been annualized in Staffs 

adjustment at line 17, the Company’s adjustment for DA is excessive. The fundamental 

problem is that these revenues fluctuate monthly, such that selection of a specific month to 

multiply by twelve cannot be expected to yield reasonable results that are consistent with 

revenue trends, as shown in this DA revenue graph: 

Monthly Arbna Directory Assistance Revenue 

I I 
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How does the Staffs Local Service revenue annualization adjustment treat the Directoi 

Assistance revenues depicted in ths  graph? 

Staffs proposed adjustment fully accounts for the DA rate reductions that were made effectij 

in October 1999 at line 17 of Schedule C- 1, but leaves the DA service volumes stated at te 

period average (rather than USWC’s December-times- 12) levels. The result is an adjusted D. 

revenue amount in Staffs case of about $1.5 million per month. 

What are the amounts appearing in the “Adjustment to Normalize Recorded Amount” colurr 

D of Schedule C-l? 

The recorded December 1999 revenues in certain revenue sub-accounts contained UnuSUi 

accounting accruals or adjustments that must be removed or “normalized” to remove SUC 

effects . By removing the abnormal transactions, the local service revenues are annualized j 

Staffs case exclusive ofthese aberrations. The adjustments Staffhas made for these accounl 

coincide with the Company’s own normalizing adjustments. 

You have described certain local service revenue accounts where you have agreed with tl- 

Company’s proposed annualization approach and other accounts where you disagree wil 

USWC’s adjustment. For those accounts that Staff has not annualized, are there otht 

adjustments required? 

Yes. Certain rate changes occurred during the test period that must be considered, if the 

occurred in accounts that are not being annualized by Staff. These rate changes wei 

quantified in the Company’s responses to Staff Data Requests UTI 43-20 (Attachment B) ar 

in UTI 44-04 (Attachments A and F). The adjustment required to annualize these rate changt 

that were recorded in accounts not otherwise annualized by Staff are set forth Lines 16 throug 

20 of Schedule C-1 . 
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Toll Revenues 

Has Staff made any adjustment to the Company’s proposed annualized level of intrastate toll 

revenues? 

Yes. Staff agrees with USWC that intrastate toll revenues should be annualized, however the 

USWC proposal to annualize based upon December 1999 results multiplied by twelve 

contains a data input error. Due to the competitive losses and persistent declining revenue 

trend being experienced by USWC in the Arizona intrastate toll market, Staffbelieves that toll 

revenues should be annualized at year-end based upon either a fourth quarter times four 

approach or a linear regression analysis, so as to smooth and normalize for fluctuations in 

volumes and revenues in particular months, while still capturing year end levels of toll calling 

activity. As noted above, a single month’s data should not be relied upon to annualize 

revenues that are not recurring monthly charges. However, it just so happens that the recorded 

December 1999 state toll revenues of USWC coincides very closely with a linear regression 

of such revenues that was used by the Company as a test of its December times 12 

methodology (UTI 47- 18A). Therefore, Staff has accepted the Company’s methodology 

because in this instance it yields a reasonable result irrespective of the inherent unreliability 

of the methodology. However, even using the same adjustment approach as the Company, an 

input error in USWC’s December data that is corrected in Schedule C- 2 causes Staffs 

adjustments to produce revenues approximately $360,000 more toll revenues than are proposed 

by USWC. 

Did the Commission include any annualization of intrastate toll revenues in the last rate case, 

Docket E- 105 1-93- 183? 

No. In that Docket, USWC proposed adjusting toll revenues based upon the recorded revenues 

in the last quarter of the test period, times four to annualize. In that Docket, the Commission 

stated: 

According to Staffs analysis, toll revenues are volatile from month to 
month. Further, Staff determined that two of the three months in which 
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the Company experienced its lowest level of revenues during the TY 
occurred in the first quarter of 1993. The company’s methodology 
resulted in its annualization being based upon two of the three months 
that contain the lowest level of toll revenues experienced throughout 
the TY. For that reason, Staff concluded the Company’s proposed 
adjustment was not proper and recommended it be disallowed. The 
Company did not dispute these non-recurring revenues were variable 
from month to month. Accordingly, we find Staffs recommendation 
to be reasonable and will deny the Company’s ($3,132,000) 
adjustment . 

As in the last case, there continues to be variability in toll revenues from month to month. 

However, the current test period data, unlike the prior rate case data, reflects a declining trend 

in toll revenues that should not be ignored in determining the Company’s revenue requirement, 

particularly since the Commission has approved 1+ intraLATA toll competition in Arizona. 

Since the December data is consistent with such trend and is representative in amount, Staff 

supports toll revenue annualization in this Docket using the Company’s methodology with 

corrected data. 

Q. 
A. 

How have USWC’s intrastate toll revenues changed over the past three years? 

Intrastate toll revenues have declined significantly. According to the Company’s response to 

UTI 3 1-09’ USWC has experienced consistent declines in market share and overall intrastate 

toll usage revenues since January 1996. While the details of this data response are 

confidential, it appears that implementation of 1 + competition for intraLATA toll in May 1996 

contributed considerably to these declines. Approval of the toll revenue annualization 

advocated by Staff (and USWC) will recognize the impact of the Company’s competitive toll 

losses in a balanced manner at test year-end. 
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Access Revenues 

Q. 
A. 

Did USWC propose any annualization adjustment for intrastate access revenues? 

Yes. As with local and toll revenues, the Company proposes annualization of access revenues 

by multiplying December 1999 revenue values times twelve. The result of this analysis is an 

adjustment increasing test year access revenues by approximately $2 million. 

Q. 
A. 

What is Staffs response to the Company’s proposed access revenue annualization? 

The analysis of monthly fluctuation in intrastate access revenues that was prepared by Staff 

does not indicate any significant trend in such revenues, but does reveal moderate monthly 

fluctuation. Month to month increases and decreases were as large as positive 8.7 percent to 

negative 7.6 percent during the test period. The selection of a particular month for 

multiplication times 12 under the Company’s approach is unlikely to produce a result more 

reasonable than unadjusted test period revenues. Therefore, Staff has reversed the Company’s 

proposed adjustment, restating the test period without annualization of access revenues. Staffs 

rejection of the Company’s adjustment has the effect of increasing the Company’ asserted 

revenue requirement by about $1.8 million. 

Q. 
A. 

Were intrastate access revenues annualized in the Company’s prior Arizona rate case? 

US WC proposed an annualization of intrastate access revenues in Docket No. E- 105 1-93- 1 83 

based upon a calendar quarter times four methodology, but the Commission rejected the 

adjustment. In Decision No. 58927 at page 17 the issue was resolved: 

Access revenues include all state tariffed charges assessed by local 
exchange carriers for access to the local exchange network for intrastate 
telecommunications. The Company annualized TY revenues by 
multiplying first quarter 1993 levels by four and proposed an upward 
adjustment to revenues in the amount of $1,399,000. 

Staff analyzed intrastate access revenues over time and was unable to 
determine any trend that would indicate such revenues were increasing. 
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As a result, Staff recommended reversing the Company’s upward 
adjustment to TY revenues. 

The Company did not dispute Staffs allegation that there was no trend 
indicating intrastate access revenues were increasing. Accordingly, we 
find Staffs recommendation to be reasonable and will deny the 
company’s $1,399,000 adjustment. 

Miscellaneous Revenues 

Q. What is the final category of revenues for which the Company has proposed ratemaking 

adjustments? 

Miscellaneous revenues are earned by USWC in several categories, including sales of directory 

listings, rental income, billing & collection charges, late payment charges and certain affiliate 

service transactions. Near the end of the test period, large miscellaneous revenue transactions 

also commenced with the new U S West Broadband Services, Inc. (“USWBSI”) affiliate 

involving network and administrative services being purchased from USWC pursuant to new 

affiliate contracts. Staffs analysis of miscellaneous revenues considers these new affiliate 

transactions, as well as reciprocal compensation and rent compensation, separately from the 

other miscellaneous revenues. 

A. 

Q. 
A. 

Does Staff propose annualization of all miscellaneous revenues at test period end? 

No. The Company’s sweeping annualization of all miscellaneous revenues using a December 

times 12 methodology is not supported by Staff. Instead, Staff has separately analyzed and 

adjusted individual components of miscellaneous revenues, such as rent compensation, 

reciprocal compensation and the aforementioned U S W S I  revenues. Staffs analysis of the 

remaining miscellaneous revenues indicates considerable variability from month to month and 

no obvious trend or reliable annualization approach. Therefore, Staff has reversed the 

Company’s inappropriate annualization of test period miscellaneous revenues based upon 

December times 12. Schedule C-4 sets forth the detailed calculation of this reversal. 
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SERVICE QUALITY PENALTIES 

Q. 
A. 

What is the purpose of Staffs adjustment at Schedule C-8 ? 

USWC experienced service quality deficiencies in the test period that caused the Company to 

incur certain costs and foregone revenues under the ACC-approved Service Quality Plan 

Tariff. The Company has proposed that its penalties, expenses and foregone revenues under 

the service quality pldtariff should simply become part of its jurisdictional revenue 

requirement, to be recovered fi-om the general body of ratepayers. Staff rejects this proposal 

and proposes a ratemaking adjustment that will impose such costs on shareholders, rather than 

other ratepayers. 

Q. How does the Company explain its position with respect to the service quality prograndtariff 

costs and foregone revenues? 

In response to Staff data request UTI 4-17, USWC stated: A. 

It is U S WEST’S policy to book bill credits, payments to commissions 
under service quality plans and the costs of vouchers to operating 
expense as a normal cost of doing business, especially where U S 
WEST is the provider of last resort (POLR). Nonregulated companies 
often pay for missed service committments [sic] as part of their 
customer service initiatives. No company, especially when they are 
required to provide service to any customer in their service area, can 
expect their service to be perfect. It does not make sense to penalize a 
company for the cost of alternatives in the attempt to provide adequate 
customer service. 

In its response to RUCO data request 12-04, the Company stated, 

Neither the FCC or the ACC has provided specific accounting guidance 
concerning payments for service quality. Absent specific direction, the 
Company has determined that payments to states or other institutions 
for service quality issues are a normal operating expense of the 
company and should be booked to account 6728.99. U S WEST is the 
provider of last resort (POLR) and considered this as a normal cost of 
doing business. 
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From these responses, it is apparent that “specific accounting guidance” with respect to the 

ACC service quality pldtariff is required from the Commission in this Docket. As noted 

above, Staffs position on this matter is that U S West shareholders, rather than ratepayers, 

should bear the costs associated with the ACC service quality pldtariff. 

Q. Do you agree with the Company’s characterization that the Arizona service quality pldtariff 

requires the Company to provide “perfect” service? 

No. A review of the specific provisions of the plan indicate that reasonable intervals are 

provided within which the Company can provision new services or repair existing services. 

In its response to Staff data request UTI 30-05, the Company retreated fkom this “perfect 

service” characterization stating, “The remark simply says that ‘no company can expect its 

service to be perfect’ - without comment as to whether the Arizona Service Quality plan 

requires ‘perfect’ as opposed to ‘good’ service.” 

A. 

Q. 
A. 

What are the test period costs that are involved in this issue? 

While the Company has designated the specific amounts confidential, the service quality costs 

in the test period include Held Order Credits, Out Of Service adjustments, Cellular Vouchers, 

Remote Call Forwarding Credits, Penalties and Missed Installation Appointment credits 

(UTI42-11). In total, approximately - in total costs and foregone revenues were 

incurred in the test period across these categories. 

Q. 
A. 

Please explain the calculations at lines 4 and 5 of Schedule C-8 in your adjustment. 

Some of the service quality penalties and foregone revenues may be associated with the 

exchanges being sold to Citizens Communications that are addressed in a different 

Company-proposed ratemaking adjustment. In its response to Data Request UTI 50-02, 

USWC stated that it does not keep records of service program costs at an exchange level of 
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detail. Therefore, it is necessary to estimate the expense portion of service quality costs that 

should be attributed to exchanges being sold. 

Q. For what reasons does Staff believe that the costs and foregone revenues associated with the 

ACC service quality pldtariff (‘plan costs”) should be classified below-the-line and borne 

by shareholders rather than ratepayers? 

Fundamentally, it must be recognized that service quality plan costs represent penalties for 

inadequate service performance by the Company. If such costs were simply re-allocated to 

other customers within rate cases, the penalty incentive to the Company to improve service 

quality is eliminated. Management could elect to tolerate inadequate service and simply file 

rate cases to be made whole for any plan cost penalties that may result. 

A. 

Beyond the incentive consideration, it is fundamentally unfair to the general body ofratepayers 

to be made responsible for the Company’s failure to provide adequate service to specific 

customers. There has been no showing by the Company that ratepayers in general have 

received any cost savings or other benefits in relation to service quality problems encountered 

by certain customers. While USWC may argue that treating plan costs as simply another cost 

of doing business leads to efficient decisions by management, the obvious outcome of such a 

policy is the need for ever larger penalties to encourage good service quality. My review of 

the Commission’s decisions implementing the service quality plan and tariff does not reveal 

any findings by the ACC that customer credits and penalties were designed to be large enough 

to outweigh the incremental staffing or new network investment costs faced by USWC in 

improving service. Ultimately, the Commission must determine what policy it intended upon 

implementation of the service quality plan and tariff. My recommendation is that, absent 

compelling arguments to the contrary, regulators should find that penalties paid by regulated 

utilities to governmental agencies or aggrieved customers should not simply be recovered from 

other ratepayers. 
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Q. Do the Commission’s prior Decisions with regard to service quality provide any insight into 

the basis for the existing service quality pldtariff? 

Yes. The service quality pldtariffhas its origin in the last rate case, Docket No. E-1051-93- 

183. In Decision No. 58927 in that case, the Commission indicated that it had considered 

arguments regarding fairness, competition and the information superhighway and found them 

to be related to the service quality issue - stating, “We find it is only fair that the Company 

accept the responsibility for some mis-judgements. We also believe that if the Company is 

serious about its arguments regarding the pervasiveness of competition, then it must improve 

on its quality of basic telephone service or its alleged competitors will leave the company in 

the dust.” (page 122). The same Decision concludes the need for the pldtariff, stating: 

A. 

Based on all the above, we agree with Staff and RUCO that the 
Company needs to implement a plan that will improve its quality of 
service. The number of “held orders”, the poor record of customer 
complaints, as well as the comments fiom the public at the public 
meetings, indicate that the Company has below-acceptable level of 
quality of service. As indicated hereinabove, it is clear that the 
Company is stressing the importance of competitive or soon-to-be 
competitive services over the monopoly residential markets, and this 
causes us additional concerns related to quality of service. In the 
competitive market, there is a built-in incentive to provide excellent 
service to customers. In the residential monopoly market, there is no 
such incentive, so therefore, the Commission through regulation must 
mandate a comparable level of quality of service. (Page 123) 

Staff and RUCO were directed by the Commission to “work together to devise an acceptable 

program” in this Decision. A pldtariff was developed and considered by the Commission, 

with implementation through Decision No. 59147 on July 14, 1995. Upon Application for 

Rehearing, the Commission revised the pldtariff in Decision No. 5942 1 dated December 20, 

1995. 

Q. Have USWC service quality problems been observed by several other state commissions 

having jurisdiction over the Company? 
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A. Yes. I am aware of serious service quality concerns in other USWC jurisdictions from my 

work and research for other clients. With this experience in mind, I inquired of the Company 

regarding what other state regulators have imposed a service quality plan, what the elements 

of the plans include and whether or not costs and foregone revenues are includable in revenue 

requirements, as proposed by the Company in this Docket. The Company “responded” with 

an objection that this request, “is not reasonably calculated to lead to the discovery of 

admissible evidence and is unduly burdensome.” However, I can state from my experience 

that the Company has been required to provide alternative service remedies for held orders and 

other service assurance measures in several other states as a result of its deficient service 

levels. 

Q. Do these other states allow recovery of service quality program costs in setting the Company’s 

rates? 

Most of the other states have some form of alternative regulation in place. However, the issue 

of rate case recovery of service quality program costs has been addressed by the Iowa Public 

Utilities Board in its Rules which require such costs not be included in rates’ and by the New 

Mexico Commission in its 1992 USWC rate order that denied rate recovery of such costs? 

A. 

1 Iowa Administrative Code 199-22.6(2)(e). 

New Mexico State Corporation Commission Order dated February 1, 1996 in 
Docket No. 94- 192-TC, pages 40-41. 

2 
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DIRECTORY IMPUTATION 

Q. 
A. 

What is directory imputation and why is it necessary? 

Directory imputation is the ratemaking process of recognizing that white and yellow pages 

advertising revenues exist in connection with providing telephone service and should be 

accounted for as a reduction to USWC’s revenue requirements, even though the Company has 

acted to transfer this lucrative segment of its business to a separate subsidiary so as to keep the 

directory revenues and profits for shareholders. Imputation puts back what the parent company 

of USWC has consistently tried to remove by corporate reorganization and a series of 

imprudent and one-sided directory publishing agreements that have existed between U S West, 

Inc. affiliates since 1984. The directory publishing affiliate has been named U S West Direct 

(“USWD”), U S West Dex (“DEX”) and new Qwest Dex since the last rate case, and I will 

refer to this entity as USWDDEX throughout this section of testimony. 

Q. 
A. 

What is the position taken by USWC with respect to directory revenue imputation? 

In the testimony of Ms. Ann Koehler-Christensen, the Company argues that no imputation of 

directory revenues should occur in this rate case. According to page 2 of her testimony, “the 

current booked fees and the value of services U S WEST receives from DEX are already 

reflected in the financial filings included in this rate case. Consequently, there is no need for 

any further adjustment to U S WEST’S revenue requirement to reflect additional directory 

imputation.” Her testimony also attempts to rationalize the complete elimination in 1989 of 

the publishing fees that were previously paid by USWDDEX, claiming that such elimination 

still does not justify any imputation of yellow pages revenues for the benefit of telephone 

ratepayers. 

Q. What are the amounts that are relied upon by Ms. Koehler-Christensen to conclude that 

imputation is no longer appropriate? 
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A. According to Ms. Koehler-Christensen at page 4, “The cost of publishing the White Pages and 

of delivering the White and Yellow Pages to U S WEST customers between [sic] in 1999 was 

approximately $12.8 million.” Her theory is that USWC, “would have incurred an additional 

$12.8 million” in test period Anzona expenses in order to meet its “obligation” to publish 

white pages and deliver both white and yellow pages in Arizona, if not for the provision of this 

publishing and distribution function by USWD at no charge to USWC. 

The other element of fees and value Ms. Koehler-Christensen mentions is addressed at page 

8 of her testimony, where she observes that ‘The total Account 5230, Directory Revenue, 

included in this test year is $18,652,343”, implying that this amount should also be considered 

as part of the value that should be considered in denying M e r  imputation. However, Ms. 

Koehler-Christensen also notes at page 9 that only $855,753 of this revenue amount is actually 

paid by USWD to USWC. 

Q. 
A. 

Does Staff agree with the Company’s analysis and conclusions regarding imputation? 

No. As an absolute minimum, the $43 million imputation amount that the Company agreed 

to reflect in subsequent rate cases3 should be included in this rate case, with downward 

adjustment only for actual “fees received by Mountain Bell fi-om USWD” that were recorded 

in the test period. As my testimony will demonstrate, a much larger imputation adjustment 

would actually be required to fully and equitably reflect the “fees and value of services 

received by Mountain Bell fiom USWD under publishing agreements with USWD”. However, 

this much larger adjustment is not included in Staffs revenue requirement calculation, but is 

instead used to indicate the extreme conservatism associated with imputation of only $43 

million. 

3 Stipulation dated May 27, 1988 in Docket No. E1051-86-252, approved in ACC 
Decision No. 56020. 
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Q. 
A. 

Please describe the adjustment proposed by Staff with respect to directory imputation issue. 

At Schedule C-5, an imputation amount is reflected to increase test period revenues at the 

stipulated $43 million amount from the 1988 Settlement Agreement, reduced by the $1.66 

million in actual fees and expense credits received from USWDDEX in the test period. 

Backmound Information 

Q. Was yellow pages imputation ordered by the Commission in the Company’s prior rate case in 

Arizona? 

Yes. In Decision No. 58927, the Commission ordered imputation in the annual amount of 

$60.3 million, above and beyond the fees actually paid to USWC by USWD and any other 

“value” provided to USWC. I sponsored the Commission’s imputation adjustment in the last 

rate case, which adjustment was based upon the actual profitability of USWDDEX in Arizona 

at that time. This imputation amount was ultimately reduced upon appeal and remand to the 

ACC, limiting the amount of imputation to a $43 million annual amount previously agreed 

upon in a Settlement Agreement between the Company and the Staff. 

A. 

Q. What was the origin of the $43 million amount found reasonable by the Court of Appeals of 

Arizona? 

In Decision No. 56020 dated June 13, 1988, the Commission approved asettlement 

Agreement in which a negotiated directory benefit of $43 million was to be included as yellow 

pages compensation. I have attached as Appendix MLB-1 a complete copy of the Settlement 

Agreement and related Commission Order. This negotiated $43 million imputation amount 

was not to be reduced for the costs incurred by USWDDEX in publishing and distributing 

books and was in addition to white pages revenues earned and retained by USWC on its books. 

A. 
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Has US WC, after appealing the larger imputation amount Ordered by the Commission in the 

prior rate case and convincing the Court to enforce the stipulated imputation amount, now 

honored the Settlement Agreement to impute $43 million per year? 

No. Instead, Ms. Koehler-Christensen now suggests that the Commission cease any revenue 

imputation and consider as part of the “value” received by USWC an estimate of the costs (but 

not the revenues) that USWC might experience if it were to publish and distribute its own 

directories in Arizona. When the avoided cost of publishing directories is combined with 

USWC’s own white pages premium listing revenues and actual listing fee revenues in the test 

period, Ms. Koehler-Chnstensen seems to conclude that USWC is now receiving the full value 

in fees and services provided and no further imputation is required. However, this analysis is 

factually and conceptually flawed, as will be explained in this testimony. 

Please recapitulate the historical facts that created the need to impute revenues to USWC in 

order to properly account for directory publishmg operations. 

Coincident with divestiture from AT&T in 1984, U S West organized a separate affiliate and 

transferred assets and employees involved in directory publishing from the telephone company 

into the new affiliate. A Publishing Agreement and other affiliate contracts were made 

effective in 1984, with certain amendments in subsequent years. The initial Publishmg 

Agreement provided for the payment of large publishing fees to the telephone affiliate in return 

for various rights and benefits, including the exclusive right to publish the official telephone 

directories of USWC (then Mountain Bell). The publishing fees negotiated between the 

affiliates, although large, were never adequate in amount and were routinely rejected as 

inadequate by regulators in rate cases. To make matters worse, in 1989 USWC modified the 

publishing agreement with its affiliate, completely discontinuing the publishing fees previously 

paid to the regulated telephone company affiliates and receiving nothing of value in return for 

such cessation. 
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It is important to recognize that ratepayers remain entitled to economic participation in the 

lucrative yellow pages revenue and income stream that has consistently been reflected in the 

determination of Arizona telephone rates over the years. This principal of ratepayer 

entitlement was recognized by both parties in the Settlement Agreement the Staff entered into 

with U S West in 1988 and by the ACC in ordering higher amounts of imputation in the prior 

rate case. 

Q. Did this Commission previously recognize the transfer of directory publishing assets to the 

separate affiliate to be improper and void, requiring the reassumption of control by Mountain 

Bell over the Yellow Pages? 

Yes. In Decision No. 55755 dated October 8, 1987, the ACC ordered that Mountain Bell 

immediately reassume control over its directory publishing assets and that in the next rate case 

the Commission would “presume that the amount of net profits from ‘Yellow Pages’ 

advertising included in the local intrastate telephone revenues of Mountain States Telephone 

and Telegraph Company for rate making purposes will be the entire Arizona related profits of 

Direct $43 million as adjusted for inflation since the Test Year in Decision 54843, 

whichever number is higher.” Decision No. 55755 was appealed to the Superior Court of 

Arizona (No. CV 87-33850) and that appeal was resolved by adoption, in ACC Decision No. 

56020, of the Settlement Agreement included as my Appendix MLB-1. 

A. 

Q. Why should USWDDex continue to provide publishing fee compensation to USWC or 

otherwise share the yellow pages revenue and income stream through imputation to the 

telephone company’s ratepayers? 

Compensation to the telephone company affiliate for directory operations, either through the 

payment of fees or through imputation, is necessary when setting rates because the vellow 

pages revenues and orofits are created primarilv fiom the unique benefits of affiliation with 

USWC. benefits that arise from and are intea-allv related to the provision of local telephone 

A. 
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services. The unique benefits of affiliation with USWC that are enjoyed by U S West DEX 

USWDDex's exclusive right to publish the U S West 
directories, including use of common trade names and 
marks that link the directories to USWC, the widely 
recognized provider of regulated telephone services in 
14 western and mid-westem states (UTI 27-10); and 

Public perception that the USWD directory is the sole 
"official book", containing the most comprehensive and 
accurate listings, that is most widely distributed, 
retained and used by telephone customers (UTI 21-10, 
21-12); and 

Exclusive placement and maintenance of USWD 
directories in US WC payphones (UTI 28- 15); and 

Exclusive provision to USWD of billing and collection 
services fi-om USWC, services not received by any 
other directory publisher (UTI 27- 17), and 

Exclusive arrangement for purchase of directory advertising accounts 
receivables by USWC (UTI 27-18); and 

Benefits of shared corporate management, information 
technology, shared space, common administrative 
personnel and the financial resources of U S West (UTI 
27-19,27-20,27-21), and 

Referrals of USWC customer inquiries regarding 
directory advertising to USWD on an exclusive basis 
(UTI 9-15). 

Evidence of the value of these benefits can be observed in the supra-competitive profits of 

USWD and the higher yellow pages advertising prices charged by USWD than are charged by 

other independent publishers. 
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Would it be necessary to impute directory revenues to USWC's Anzona earnings if affiliate 

transactions had been structured differently? 

Perhaps not. The imputation o f  directory revenues is only necessary because of the parent 

entity's decision to remove directory publishing personnel and systems from the telephone 

company's operations and financial results at divestiture, without adequate reasonable ongoing 

compensation to USWC. For most of the Company's history, Mountain Bell and USWC 

concurred in the policy judgment that local telephone ratepayers were entitled to participate 

in directory related profits. Prior to divestiture, directory operations were fully reflected 

within the telephone company's books. At divestiture, U S West removed directory personnel, 

cash and certain publishing assets and placed them within a separate corporate affiliate, but the 

traditional above-the-line treatment of publishing fees and imputed directory revenues 

continued. If the directory publishing personnel and tangible assets had not be moved into the 

affiliate at divestiture or if reasonable ongoing compensation had been provided for US WC 

under publishing agreements effective since that date, directory imputation regulatory 

adjustments would not be required. 

Does USWDDEX remain the official publisher of USWC's directories and receive benefits 

on an exclusive basis as a result of this status? 

Yes. According to the current Publishing Agreement at paragraph 5.2: 

a) 
5.2 Official Publisher Designation. 
For as long as this Agreement is in effect, LEC shall not designate any other directory 
publisher as an official directory publisher €or the LEC service areas covered by this 
Agreement. Where appropriate, LEC will identify USW Dex as LEC's official 
directory publisher in public announcements, promotional and advertising materials, 
and LEC sales channel contacts. LEC further agrees that any referrals it makes in 
response to inquiries concerning yellow pages advertising will be made to USW Dex., 
including inquiries from new LEC customers and existing LEC subscribers whose 
service areas are covered by this Agreement. 

As noted in prior testimony, there are numerous and important benefits arising from the 

relationshlp between USWDDEX and US WC, for which no compensation is flowed under the 
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Publishing Agreement since the cessation of publishing fees in 1989. The right to publish 

directories on an exclusive basis for the incumbent LEC that has a dominant entrenched local 

telephone service and directory advertising market position is extraordinarily valuable. 

What amounts of publishing fees were paid by USWD and recorded in Arizona for the 

privilege of serving as the official publisher for U S West? 

Fees were paid for only the first five years after divestiture, in the following Arizona amounts 

(UTI 27-2): 

1984 $28,294,790 

1985 40,3 16,060 

1986 46,301,020 

1987 30,391,240 

1988 25,663,149 

Notably, the year in which the Settlement Agreement was negotiated with the ACC Staff was 

the last year in which any publishing fees were received by USWCMountain Bell. 

Why did USWD stop paying publishing fees in 1989? 

According to a December 1988 letter between the affiliates amending the Publishing 

Agreement effective at that time (UTI 27-3, Att. A): 

The Exhibit B ‘subsidy’ issue is controversial and is currently the 
subject of litigation in several states. Until those issues are resolved, U 
S WEST Direct is willing to continue the terms and conditions of the 
existing contract, absent the Exhibit B ‘subsidy’ portion, on a month to 
month basis subject to an 18 month notice of cancellation or 
termination by either party. Therefore, U S WEST Direct will only pay 
for listings and other services actually received during 1989. 
Accordingly, the intercompany ‘subsidy’ payment will cease to be 
effective 12/3 1/88. 
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Publishing fees were not paid after 1988, even though the directory affiliate continued to serve 

as the publisher of the official U S West directories and continued to receive the benefits of 

affiliation with the incumbent provider of telephone services across the 14 state region. A new 

Publishing Agreement became effective May 28, 1997 that perpetuated the official carrier 

status of USWD, with no publishing fee compensation for the related intangible benefits 

received from US WC. In my opinion, it was wholly inappropriate and imprudent for US WC 

to continue its affiliated relationship with USWD as official publisher while discontinuing the 

payment of publishing fees, particularly after reaching a Settlement Agreement in Arizona to 

provide annual directory compensation of at least $43 million to ratepayers. 

Was any cash or non-cash consideration received by Mountain Bell at the time it agreed to 

eliminate the annual publishing fees from the affiliate Publishing Agreement with USWD? 

No. 

Has USWC or Mountain Bell ever solicited competitive bids for the publication of its official 

directories, so as to determine the market value of being designated the official publisher? 

No competitive bids have ever been solicited (UTI 27-06), The value of services and benefits 

transferred between the affiliates has not been tested under market conditions, but is instead 

the product of non-m’s length affiliate dealings with inadequate compensation to the USWC 

regulated business. Because of this affiliate arrangement, the true value of the services and 

relationship between USWC and its publishing affiliate can only be determined through 

observation of the financial performance of the affiliate. Further, in the absence of competitive 

bidding or genuine arm’s length negotiations, USWC does not know if any non-affiliated 

publishers would publish and distribute USWC’s official white and yellow pages directories 

at no cost to USWC and also pay a publishing fee for the exclusive right to do so. 
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Q. Is it your opinion that the Publishing Agreement that was effective during the test period fully 

reflected the value of services transferred between these two affiliates, USWC and 

USWDDEX? 

No. If an appropriate level of fees and value had been provided under thepublishing 

agreement, a large fee or share of yellow pages and white pages advertising revenues would 

have been credited to the telephone company. The Company’s proposed rate case treatment 

of directory issues with no rate case imputation, not only fails to honor the $43 million 

commitment pursuant to the earlier Settlement Agreement that was approved by the 

Commission in 1988, it also fails to recognize the current level of fees and values that are 

transferred between the affiliated companies in jointly producing the “U S West” books. 

A. 

Rebuttal to Ann Koehler-Christensen 

Q. In your previous response, you stated that a share of white pages advertising revenues should 

be shared with the telephone company. Doesn’t USWC retain all ofthe white pages revenues 

that result fiom the white pages directories that Ms. Koehler-Christensen’s testimony would 

attribute entirely to USWC as a telephone company cost or “value”? 

No. Even though the Company’s testimony seems to attribute full cost responsibility for the 

white pages in evaluating fees and value of services, no mention is made of the fact that much 

of the revenue earned fiom premium whte pages listings are billed and retained by 

US WD/DEX because the affiliates have deemed such revenues to be “advertising”. According 

to the response to Data Request UTI 59-27, the test period amount of white pages advertising 

retained by USWDDex was -. 

A. 

Q. Is there any validity in Ms. Koehler-Christensen’s argument that avoidance of the costs to 

publish and distribute directories is a “value” received by USWC from USWDDex? 
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A. No. I believe that USWC could readily contract with another publisher or reacquire internal 

publishing capabilities and realize net revenues or, at an absolute minimum, receive such 

publishing and distribution at no cost in return for the granting of official publisher status. 

Q. Even if we accepted her avoided publishing cost theory of value, would it be appropriate to 

reduce Ms. Koehler-Christensen’s estimated cost of producing and distributing directories in 

Anzona by the amount of whte pages revenues earned fiom such directories? 

Yes. It would be completely irrational to assume USWC is responsible for the costs of 

publishing white pages and not also assume that if USWC incurred such costs it would 

continue to give away the advertising revenues in the white pages. The net costs of publishing 

white pages can be derived by subtracting this white pages advertising revenue fiom the $12.8 

million value cited in her testimony. However, even this lower net cost of white pages is 

outside the scope of the $43 million value agreed upon in the Settlement Agreement. 

A. 

Q. Did USWD produce and distribute the white and yellow pages directories at no expense to 

US WC when the $43 million imputation stipulation was approved by the Commission? 

Yes. The costs of publishing and distributing directories has always been borneby 

USWD/DEX, since this affiliate was established at divestiture. It is disingenuous for the 

Company to now argue that these publishing costs that are “avoided” by USWC, should now 

count against and reduce the negotiated imputation value. USWD/DEX has never charged 

A. 

USWC for the costs to publish the white pages. 

Q. What is wrong with Ms. Koehler-Christensen’s assertion at page 3 that, “If DEX had not 

published and distributed Arizona directories to U S WEST’S customers under the terms of the 

Publishing Agreement, U S WEST would have had to incur these costs” associated with 

publishing directories? 
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A. This assertion is fundamentally wrong, because USWC would not incur costs to publish 

directories. In fact, USWC would undoubtedly realize additional white and yellow pages net 

revenues rather than costs, in the absence of its unreasonable relationship with the affiliate 

publisher. Prudent management simply would not operate the largest incumbent telephone 

company across 14 states and spend money to publish only white pages, without also 

exploiting the profitable yellow pages business opportunity that is a natural by-product of such 

incumbency. USWC could either directly realize the “lost” revenues associated with white 

and yellow pages advertising through re-entry into the business or it could contract with 

another publisher and thereby participate in the lucrative yellow pages advertising business. 

Under a third scenario, assuming (contrary to hstorical fact) a compliant U S West, Inc. parent 

company, the publishing assets and employees within USWD/DEX could be transferred back 

into USWC, so as to include the net benefits of directory publication within the telephone 

company’s regulated books, consistent with what was once ordered by this Commission. 

Q. Isn’t it true that USWDDEX does incur certain costs to publish and distribute white and 

yellow pages? 

If considered in isolation, yes, significant costs are incurred to publish the books and distribute 

them. However, these costs are more than offset by selling advertising in the white and yellow 

pages directories at prices that are reflective of the market dominance of the directories 

produced by the incumbent telephone company. In other words, the direct costs of the 

directory books is much less significant than the market value of the books in the advertising 

marketplace. The net cost of producing and distributing white and yellow pages is 

considerably negative, when the offsetting yellow page advertising revenues are properly 

considered. In addition, the Settlement Agreement requires consideration of the value of 

services provided to the regulated business by the publishing affiliate and publishing and 

distributing white and yellow pages has a value of zero or less, since any informed and capable 

A. 

UTILITECH, MC. Page 39 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Q. 

A. 

Q. 

Direct Testimony of Michael L. Brosch 
Docket No. T-1051B-99-105 

directory publisher would eagerly accept the opportunity to serve as US WC’s official publisher 

and publish its directories at no cost. 

How do you know USWC would be able to contract with a publisher to produce its white and 

yellow pages at no cost or negative costs (publishing fee income) if the affiliate arrangement 

with Dex did not exist? 

We know that, under the present Publishing Agreement, Dex provides white and yellow pages 

to all USWC customers at no charge to USWC. In response to UTI 21-13, the Company 

admitted that “DEX is fblly compensated for the services it provides to USWC” under the 

Publishmg Agreement, even though there is no charge to USWC for directory publishing and 

distribution expenses. This admission indicates the reality that there is no net cost associated 

with publication and distribution of the official USWC directories, contrary to Ms. Koehler- 

Christensen’s assertions. 

In its response to UTI 3-30, the Company stated, “DEX is willing to incur the costs associated 

with the publishing and delivering of directories to U S WEST customers because U S WEST 

has designated DEX as U S WEST’S ‘official’ publisher and because the inclusion of white 

pages listings adds value to the DEX directory.” If the affiliate Publishing Agreement with 

DEX were abandoned, it is likely that some other publisher would also see considerable 

opportunity and value in U S WEST official publisher status. There has been no showing by 

the Company that USWC is avoiding any directory costs by contracting with DEX that could 

not also be avoided by contracting with another non-affiliated entity. 

Does USWDDEX charge independent LECs or competitive LECs for the costs of 

manufacturing and distributing DEX directories that contain the listings of such LECs pursuant 

to publishing agreements its has with such LEC’s? 
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No (UTI 62-04) DEX has publishng agreements with thirteen CLECs, seven of which are 

certified to provide service in Arizona and with approximately one hundred independent LECs, 

eight of which provide service in Arizona. It makes no sense to attribute value to USWC for 

the costs avoided when USWD/Dex publishes directories on behalf ofthe Company, when this 

service is routinely provided at no cost to other telephone companies. 

Has Ms. Koehler-Christensen considered or quantified the value of the U S West official 

directories and the exclusive right to publish such directories in the advertising marketplace? 

No. Her testimony is concerned only with costs incurred by USWD, ignoring the revenues that 

are produced from directory advertising. A more balanced view of the situation would 

recognize that the directory businesses of regional bell operating companies do not represent 

expenses to be borne by ratepayers, but are instead large revenue generators. Absent 

unreasonable publishing agreement terms between USWDDEX and USWC, the regulated 

telephone business could more fully participate in the realization of the market value of 

directory advertising, in an amount greatly exceeding $43 million per year. 

At page 2 of her testimony, Ms. Koehler-Christensen states, “The cost of publishing the White 

Pages and delivering the White and Yellow Pages to U S WEST customers in 1999 was 

approximately $12.8 million.” Is this figure indicative of any value received by USWC? 

No. In my opinion, USWC could easily more than support any reasonable cost of publishing 

directories by selling advertising in these directories. USWC does not receive value from 

USWDDEX for its production of white pages, but instead gives value to the publishing 

affiliate by granting the right to publish the official U S West directories to only the affiliate. 

USWDDEX acts as official publisher of both the white and yellow page directories, the 

directories withm which US WC customers are listed alphabetically and by business 

classification, that bears the “U S WEST” name on the cover. The net cost of publishing and 

distributing white and yellow pages in Arizona is a large negative value that should be 
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“received” by USWC, but is not received under the existing affiliate contracts or the 

Company’s proposed ratemaking approach. 

Should the white pages revenues that are retained by USWDDEX be recognized to directly 

offset Ms. Koehler-Christensen’s estimate of the costs of publishmg and delivering the white 

pages in Arizona? 

Yes. Even though her testimony seems to characterize the white pages as simply a cost that 

should be attributed to USWC and its ratepayers, Ms. Koehler-Christensen has ignored the fact 

that even the white pages produce considerable revenues. According to the response to UTI 

33-12, “DEX offers over thirty white pages advertising products. These products include bold 

listings, superbold listings, banner listings, logos, color, indented listings, cross-reference 

listings, internet pointers and in column ads.” As noted earlier, considerable revenues are 

earned from white pages publishmg that have @been recorded on USWC’s books, but have 

instead been deemed “advertising” and retained by USWDDEX. The Arizona white pages 

revenues earned by USWDBEX in 1999 totaled about -. 

IfUSWC published its own white pages, as assumed by Ms. Koehler-Christensen, it could earn 

and retain all potential white pages revenues. Inexplicably, the Company’s witness would 

attribute “value” to USWC for only the costs incurred by DEX to publish and deliver white 

pages, while allowing DEX to retain white pages revenues earned from these same &rectories. 

The only explanation offered for this inconsistency is that the affiliate publishing agreement 

does not require DEX to sell advertising to USWC’s customers, thus, according to the response 

to UTI 33-14, “If USWC published its own white pages then it similarly would not be required 

to sell advertising to its customers.” 

Has the Company previously recognized that the telephone company is providing more value 

to the publishing affiliate than it receives from the affiliate? 
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A. Yes. In the initial publishing agreement between Mountain Bell and U S West Direct, large 

publishing fees were actually paid to the telephone company for the right to be the publisher 

of the official directories on an exclusive basis. In 1988, USWC committed to pass $43 

million through to telephone company customers in the Settlement Agreement, recognizing 

the ratepayers’ claim to the value derived and retained by USWD from selling advertising in 

the directories. The value of official publisher status has increased over the years since 1988, 

as evidenced by the dramatically increased revenues and profits earned by USWDDEX. 

Q. Is there any reason why, in the absence of the existing non-arm’s length affiliate Publishing 

Agreement with DEX, the regulated USWC telephone company could not publish its own 

white and yellow pages and earn advertising revenues to offset its costs and generate additional 

income? 

I am aware of no reason why USWC could not terminate the unreasonablePublishing 

Agreement and solicit competitive proposals from independent publishers to re-enter the white 

and yellow pages business. If not for anticipated resistance from its own parent company, 

US WD/DEX’s directory operations could be simultaneously terminated to avoid having 

USWDDEX compete with any new USWC publishing arrangement. 

A. 

Q. When the present affiliate Publishing Agreement was made effective between USWC and 

DEX, were any analyses undertaken by or for USWC to determine the reasonableness of the 

terms, rights, obligations, pricing and other provisions of the Agreement? 

No. According to the Company’s response to UTI 3-3 1, “No studies, analyses, projections, 

workpapers, correspondence, research materials, surveys and other documents exist. U S 

WEST utilized the knowledge and expertise of its employees during the negotiation process.” 

A. 
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Q. Is there any evidence that USWC employees negotiated the maximum possible compensation 

to USWC for inclusion as fees within intrastate revenues, so as to reduce the regulated 

telephone affiliates revenue requirements? 

No. In fact, the unreasonable omission of any contractual compensation for theofficial 

publisher status and other beneficial linkages to USWC within the Publishing Agreement 

indicates the lack of any arm’s length negotiations between DEX and USWC. The absence 

of any documentation during negotiations and the Company’s admission that it has never 

solicited competitive publishing bids (UTI 27-06) is further evidence of the imprudence of 

USWC’s actions. Since 1984, DEX directory revenues and profits have consistently increased 

while USWC’s fees and value of services received from DEX has consistently declined, all 

pursuant to affiliate contractual arrangements that have been hostile to ratepayers’ interests 

while seeking to maximize consolidated U S West, Inc income by reducing regulatory 

recognition of directory revenues. 

A. 

Value of Fees and Services 

Q. What is required under the Settlement Agreement approved by the Commission in 1988 with 

respect to directory imputation? 

A. The Settlement Agreement requires: 

c) That included in Mountain Bell’s 1984 rate case (which is the basis for rates 
currently charged the ratepayers) were fees received from US WD under publishing 
agreements with USWD; that in future rate cases filed by Mountain Bell, the 
Commission, in arriving at the test year operating income of Mountain Bell, will 
consider the fees and value of services received by Mountain Bell from USWD under 
publishmg agreements with USWD; that Mountain Bell and the Commission Staffmay 
present evidence in support of or in contradiction to those fees and the value of those 
services. Mountain Bell and the Commission agree that in subsequent rate cases 
downward adjustments from the $43 million in fees received by Mountain Bell from 
USWD and included in Mountain Bells’ 1984 rate case will require more than a 
showing by Mountain Bell that it negotiated a lesser amount with USWD. (Settlement 
Agreement, page 2) 
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The Company appears to be proposing a “downward adjustment from the $43 million in fees” 

by not increasing by imputation the actual fee income from USWD from the per books $1.6 

million amount recorded in the test period. Contrary to the Company’s position, this section 

of my testimony will demonstrate that the value ofwhat is actually transferred between USWC 

and the publishing affiliate supports a larger imputation than $43 million, even though Staff 

is not proposing any increase to the Settlement Agreement imputation amount at this time. 

What larger imputation would be required to fully recognize the fees and value of services 

received by Mountain Bell (now US WC)? 

The best quantification of what is actually received by USWC is measured by the financial 

results under actual market conditions that are being experienced by USWDDEX. In other 

words, if USWDDEX is providing official publisher services that yield revenues in excess of 

costs, the “value of services received by USWC fiom USWD under publishing agreements 

with USWD” is actually negative when netted against the value of the official publisher right 

that is given up by USWC in return for such services. 

Is there any indication from the USWDDex financial results that USWC is not receiving 

adequate compensation fiom the publishing affiliate? 

Yes. One would expect that if USWC is excessively compensated at the level of fees and 

values recorded in the test period, the earnings of USWDDEX would be negative or at least 

producing a below average rate of return. Alternatively, if USWC is insufficiently 

compensated through fees from USWDDEX, the actual earnings of USWDBEX would be 

excessive in relation to the investment and cost of capital actually incurred by USWD. 

Why do USWD earnings have anything to do with the fees paid to USWC underthe 

Publishing Agreement? 
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Every dollar of fees actually paid to US WC for listings, billing & collection services, business 

referrals, or publishing fees directly reduces the earnings levels experienced by USWD. For 

instance, when publishing fees were eliminated in 1989, USWD’s actual earnings increased 

dramatically and in direct proportion to the decline in earnings experienced by USWC because 

of this change. Therefore, USWD’s earnings are indicative of the market value of services 

provided by both USWC and USWD in publishing and distributing the official U S West white 

and yellow pages, net of the underlying fees and costs associated with such efforts. 

What level of earnings has actually been experienced by USWD in the recent past? 

USWD earnings have consistently increased over the years. The Commission noted in its 

Decision No. 58927 in the Company’s last rate case that “the profits of Direct continue to 

increase resulting in much higher returns than allowed to regulated businesses.”(page 13). 

Since the last case, that trend has continued. According to the confidential response to Data 

Request UTI 60-22, net income of the core directory printing business has - 
percent from 1994 to 1999 and the return on equity percentages in all of these years has 

ranged from percent to percent annually. Of course, no Publishing Fees are being 

paid by USWDDEX, since such fees were eliminated by the imprudent actions of USWC 

management in 1988. The payment of publishing fees or the recognition of imputation 

amounts as a charge to the affiliate would reduce the excessive earnings of USWDDEX. 

Didn’t the Court of Appeals rule, in the appeal taken after the last rate case, that the earnings 

of USWD could not be relied upon to determine imputation under the Settlement Agreement? 

According to the Court’s Order: 

The imputation method approved in the agreement was not the excess- 
profit imputation adopted by the Commission but rather a method 
dependent upon proof of ‘the fees and the value of services received by 
MountainBell from USWD under publishing agreements withUSWD’. 
During oral argument, the parties agreed that an appropriate imputation 
of fees and value of services was $43 million. And the parties jointly 
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interpret the agreement as providing for a presumptive imputation of 
$43 million in subsequent rate cases. The parties disagree, however, 
whether this presumptive figure may be adjusted upward or downward, 
as the Commission maintains, or only downward, as US West 
 maintain^.^ 

Thus, the “excess-profit” imputation methodology adopted by the Commission in the last case 

was found by the Court to be inadequate to support an upward adjustment to the presumptive 

imputation of $43 million, as evidenced by the ordered language: 

In this case, however, the Commission did not rely on evidence of the 
value of the fees and services; nor did the staff submit any evidence that 
USWD’s fees and services to US West in the base year were of a value 
greater than the $43 million that US West accepts as the presumptive 
imputation. Accordingly, because the Commission relied on a 
methodology that its 1988 agreement renders invalid, and because the 
staff introduced no evidence that would support a greater imputation 
under the proper methodology, we set aside the Commission’s greater 
imputation and direct it on remand to impute only $43 million of 
directory r even~e .~  

Did the Court prescribe a methodology for the Commission to use to determine an alternative 

“value of the fees and services”, in place of the presumptive imputation amount of $43 

million? 

No. However, several current measures of the value of the affiliate linkages involved in U S 

West directory publishing in Arizona other than DEX’s consistently high earnings suggest that 

$43 million amount is woefully inadequate as imputation of a reasonable ratepayers’ share of 

the directory publishing business. 

What is a reasonable estimate of the current value of fees and services transferred between 

US WC and USWDDex in the test period? 

4 915 P.2d 1232,1237 

bid. 5 
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Using the amounts negotiated in the Settlement Agreement as a starting point, the current value 

of the fees and services properly credited to USWC in Arizona is no less than $93.1 million, 

rather than only $43 million. To derive this amount, I started with the recorded 1985 USWD 

directory revenues. Then, I developed factors to restate and escalate such values from 1985 

to 1999 based upon actual revenue and operating margin trends of the USWDDex directory 

publishing business. The valuation factors I considered were based upon the actual gross 

revenue growth experienced by USWDDex over this 14 year period and the actual growth in 

gross margin (revenues less publishing expenses) experienced over this same period. I selected 

the lower of these two value multipliers for application to the 1985 vintage imputation amount 

of $43 million, to derive the $93.1 million amount. This approximate doubling of the 

Settlement Agreement amount is easily understood in light of the tremendous growth in 

revenues and margins earned by USWD/Dex since the $43 million imputation amount was 

initially determined over 14 years ago. An even larger imputation than $93.1 million could 

be supported under the USWDDex income-based formula, but that formula was found 

unreasonable by the Court after it was last used by this Commission. If the Commission were 

able to utilize the income approach that it approved in the Company's last rate case, 1999 

imputation would be about $104 million. 

Why is it reasonable to consider the Staffs proposed imputation based upon the Settlement 

Agreement to be extremely conservative and beneficial to the Company? 

The best indication of fees and value of services is the realized financial benefit of affiliation 

between USWD and USWC, as evidenced by favorable directory revenue and margin trends 

since the $43 million figure was negotiated. Contrary to Ms. Koehler-Christensen's testimony, 

USWC is actually receiving negative value fi-om the affiliate for its contribution to the 

directory publishing effort, because the fair value of the grant of official publisher status to 

USWDDEX and the other resource transfers in favor of Dex far exceed the value being 

received by USWC. 
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UNCOLLECTIBLE REVENUES 

Has the Company proposed an adjustment to annualize uncollectible revenues at year end? 

Yes. Part of the Company’s end of period adjustment P-01 includes an annualization of 

uncollectibles at year-end. The Company’s adjustment is based upon a December times 12 

methodology, but contains a normalization adjustment to restate the December recorded 

amounts for non-recurring abnormal entries booked in December. According to the 

Company’s response to Data Request UTI 48-13, the result of the Company’s adjustments is 

an effective uncollectible ratio of 1.49 percent of intrastate local, toll and access revenues. 

Has Staff prepared a comparable uncollectible annualization adjustment? 

Yes. Staff Schedule C-7 employs the Company’s 1.49 percent uncollectible ratio, applied to 

Staffs proposed adjusted revenue levels. This results in a small adjustment to uncollectibles 

in Staffs filing. The 1.49 percent uncollectible ratio appears reasonable, based upon historical 

and recent uncollectibles experience in Arizona. 

Is there a corresponding change also required in the uncollectible amount applied to the rate 

change, in Schedule A- 1, the Revenue Conversion Factor? 

Yes. Staff believes the same uncollectible ratio should be employed for annualization purposes 

and for conversion of the income deficiency into revenue requirements. Consistent use of the 

same uncollectible ratio for both purposes is the reason for a difference between Staffs and 

the Company’s Revenue Conversion Factor, as shown at line 2 of Schedule A-1. The 

Company had inexplicably used an inconsistent factor for uncollectibles in the Gross Revenue 

Conversion Factor. 
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EMPLOYEE CONCESSION SERVICE 

Q. 
A. 

What is employee concession service and how has it been treated in the Company’s filing? 

Employees are offered discounts on their telecommunications services purchased fkom US WC 

and these discounts are referred to as “concessions”. The revenues foregone by USWC for 

such concessions represent employee benefits that are accounted for on the books solely within 

the intrastate revenue accounts. 

Q. Are these concessions the same as the retiree concessions that have been previously disallowed 

by the Commission? 

No. Prior Commission orders have disallowed concessions granted to retirees, but not 

concessions for active employees. Retirees’ concession costs are eliminated fkom the 

Company’s asserted revenue requirement in ratemaking adjustment C-02 (Exhibit GAR-SBB), 

sponsored by Mr. Redding. However, the concessions granted to employees remain on the 

books and serve to reduce recorded test year revenues. 

A. 

Q. Are you recommending that employee concessions also be disallowed, in the manner the 

Commission has disallowed retiree concessions? 

No. My concern is merely with the jurisdictional accounting being afforded such employee 

concession costs. These costs are incurred as part of the overall package of wages and other 

benefits that are provided to employees. However, unlike other wage and benefit costs, 

employee concessions are not separated between the interstate and intrastate jurisdiction. 

Instead, since the discounted services are entirely intrastate in nature, all of such costs are 

charged entirely into the intrastate revenue requirement. This is inequitable and overstates the 

intrastate revenue requirement. 

A. 
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Q. Does USWC have an opportunity to recover all of the costs of employee concessions if a 

portion of such costs is removed from the intrastate revenue requirement as you propose? 

Since interstate ratemaking is based upon a price cap form of regulation, increasedor 

decreased costs to the interstate jurisdiction do not translate into price changes. Thus there is 

no need or explicit opportunity to “recover” costs shifted to interstate. However, if USWC is 

concerned about fill cost recovery, it should explore alternative accounting procedures or the 

distribution of vouchers to employees to more appropriately account for the costs of employee 

concessions so they are not entirely charged to the intrastate jurisdiction on the books. 

A. 

Q. 
A. 

Please explain your adjustment Schedule C- 2 1. 

This Schedule reduces the recorded amount of foregone test period revenues associated with 

employee concessions, by an amount allocable to the interstate jurisdiction. A composite 

separation factor is employed to reflect an appropriate interstate “share” of this employee 

benefit, so as to acknowledge that employees work for the benefit of both the interstate and 

intrastate jurisdictions. The end result of this adjustment is an accounting for employee 

concession costs that is comparable to the accounting provided to all other employee benefits, 

such as medical, dental, pension and payroll tax costs, across both the interstate and intrastate 

jurisdictions. 
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Q. What is rent compensation and how does it impact the h z o n a  operations of U S West 

Communications? 

Rent compensation is an accounting cost allocation process that recognizes that many of the 

assets used by the Company are shared among and for thebenefit ofmultqlestates, beyond 

the state in whichthey are physically located. USWC owns and rents various buildings, office 

equipment, computers and other assets that are recorded on the books of the state in which they 

are physically located, but the costs of such “shared” assets must be allocated among the other 

states that benefit from use of the assets. A rent compensation study is performed twice per 

year to evaluate the utilization ofUSWC shared buildings and support assets among the states, 

assigning a rate of return, depreciation and other costs in relation to such utilization. In the 

case of Anzona, the corporate and regional shared assets located in the State are 

proportionately less than Arizona’s allocated share of out-of-state assets, such that Anzona 

“pays” net rent compensation to certain other states through a monthly journal entry that 

transfers rent revenues among the 14 states. In fact, Arizona is the largest “payer” of rent 

compensation, while the state of Colorado receives the largest credit from the other states. 

A. 

-~ -- 
~ 

~~ 
~~~ 

~~ -- - 
-~ _ _ -  ~ - -  _- 

Q. How much rent compensation is included in the Company’s proposed test period income 

statement? 

The Company has adjusted test period rent compensation to an annualized level that is a total 

charge of $48 million, prior to allocation to the intrastate jurisdiction. This amount is actually 

booked as a negative rent revenue amount in Arizona. The Company’s proposed annualized 

level of rent compensation is based upon the January 2000 update of the rent Compensation 

study. However, due to some overlap in the assembly of the Company’s revenue annualization 

adjustments, the rent compensation annualization was inadvertently posted twice by the 

A. 
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Company, once as part of the miscellaneous revenue annualization (December times 12) and 

again to annualize the January 2000 rent compensation study amounts. 

Q. Does Staff agree that the January 2000 rent compensation study should serve as the basis for 

the test period annualized level of this cost to Arizona? 

Yes. Since the basic test period ends December 3 1,1999, the January 2000 study represents 

the best accounting “match” with the test year and actually employs 1999-vintage data. More 

current rent compensation studies are now available, but recognizing them would introduce a 

distortion in test period matching because revenue growth and rate base changes have not also 

been updated into 1999. However, even though Staff agrees with the January 2000 study used 

by USWC, it is necessary to make two specific adjustments to the rent compensation test 

period amounts so as to correct the Company’s overlapping adjustment error and to reflect 

more reasonable rates of return on investment within the study. 

A. 

While not quantified at this time, Staff also recognizes that it may be appropriate to recognize 

changed Arizona depreciation rates in the rent compensation study. However, since proper 

depreciation for Arizona assets remains at issue, as addressed in the testimony of Staff witness 

Mr. Dunkel, any quantification of rent compensation depreciation effects would first require 

final resolution of this issue. 

Q. What rate of return is included in the January 2000 rent compensation study, for determination 

of charges for Arizona’s use of shared assets in other states? 

The rent compensation study uses a weighted average of the allowed rates of return from the 

state commissions that regulate USWC. In the January 2000 study, the overall rate of return 

across all states for rent compensation purposes is 10.17 percent. Since several of the states 

involved have not issued a rate order in many years, some of the “allowed” return amounts 

embedded in the rent compensation study date back many years. For example, the Arizona 

A. 
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authorized rate of retum used in the study was determined in 1994, while the returns in other 

states may be even more dated. A more current rate of return determination would reduce the 

amount of rent compensation that is “paid” by Arizona to more current cost levels. 

Q. 
A. 

How should the rate of return be adjusted for purposes of rent compensation? 

Staff has adjusted rent compensation to the rate of return that is recommended by Staff witness 

Mr. Hill. The effect of this adjustment is for USWC to earn the same return on its 

Arizona-allocated investment from out-of-state that it is allowed to earn on rate base 

investment recorded directly on Arizona books. Staffs recommended overall rate of retum 

is 9.68 percent, which is lower than the return included in USWC’s rent compensation study. 

Q. If the Commission approves a rate ofretum that is higher or lower than Staff recommends, can 

the impact upon rent compensation be estimated? 

Yes. It would be reasonable to increase or reduce the intrastate rent compensation expense by 

about $108,000 for each 10 basis point (0.1 percent) increaseheduction in the overall return 

authorized rate of return in the Commission’s order, relative to staffs recommended overall 

return. 

A. 

Q. How are the depreciation rates that the Commission prescribes used in the rent compensation 

study? 

The ACC-approved depreciation accrual rates are applied to Arizona investment that is shared 

among other states, as part of the calculation of rent compensation. Thus, when the prescribed 

rates are changed, a corresponding change in rent compensation is required. However, for each 

of the other 13 states’ compensable investment, the accrual rates approved for use in that state 

are recognized in the rent compensation study. While Arizona depreciation accrual rates have 

recently changed, Staff has not quantified the rent compensation impact of such changes, in 

A. 
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part because such changes are not applicable to the other states’ assets subject to rent 

compensation. According to the Company’s response to Data Request UTI 30-03: 

U S WEST’S practice in rate proceedings is not to adjust the 
depreciation rates in the rent compensation study. The study is 
compiled using the rates in effect at the time of the study. The 
depreciation rates used are based on the physical (state) location of the 
plant subject to rent compensation. Additionally, the Rent 
Compensation study is conducted every 6 months and does take into 
account changes in the depreciation rates as new orders are issued. 

Staff has adopted this policy and does not propose the imposition ofArizona depreciation rates 

upon other states where the assets and plant mortality data in those states may justifi different 

accrual rates. 

Q. Did the Commission approve rent compensation adjustments comparable to those 

recommended herein in its last rate order? 

In Decision No. 58927, the Commission rejected Staff and RUCO adjustments to restate the 

return rate included in rent compensation payable to other states, because “...if an Arizona rate 

of retum is utilized, then Arizona depreciation rates should also be used.” (Decision 58927, 

page 19). Staff respecthlly asks the Commission to reconsider the applicability of Anzona 

depreciation rates to investment physically located in other states. If any depreciation 

adjustment is applied to the rent compensation study, it should be applicable to only Arizona 

A. 

investment and can be calculated only after accrual rates for relevant plant accounts have been 

finally determined. 
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PUBLIC AFFAIRS/ RELATIONS EXPENSES 

What is the purpose of Staff Schedule C-19? 

This adjustment is to partially disallow the Company's test period public policy expenses that 

are associated with public affairs and public relations activities. The Company maintains a 

large "Public Policy" organization that includes regulatory and governmental affairs activities. 

Included in Public Policy are the expenses associated with USWC's Federal and state 

regulatory affairs, legislative advocacy, government relations, community welfare services, 

political action committee and memberships. The Staffs adjustment includes Arizona charges 

associated with the State Vice President and in-state Public Policy organization as well as the 

USWC corporate Public Policy Staff organization. 

Does US WC account for a portion of its Public Policy costs below the line, to recognize the 

need for shareholder, rather than ratepayers, funding of lobbying, charitable contributions and 

other community welfare programs? 

In theory, yes. The Company has adopted policies requiring below-the-line accounting for 

certain defined types of costs in these areas. For example, USWC's Accounting Standards are 

published and distributed to its employees. These standards first generally define below the 

line "lobbying" activities as: 

DIRECT LOBBYING - FEDERAL AND STATE - Includes work and 
costs associated with advocating the Company's position to Federal and 
State public officials. 

GRASSROOTS LOBBYING - Includes work and costs associated with 
advocating the Company's position to the public with respect to 
legislation, referenda, or ordinances. 

DIRECT LOBBYING - Includes work and costs associated with 
advocating the Company's position to local public officials or 
governing bodies with respect to legislation, referenda, or ordinances, 
but only when the work or costs pertain to matters of the respective 
local council or governing body. 
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Then, further restrictive descriptions and examples of activities and costs that actually meet 

these general definitions are set forth in the Accounting Standard, which is attached as 

Appendix MLB-2. The lobbying descriptions tend to minimize the costs charged below the 

line, because of the many forms of supporting activities that are not defined and treated as 

actual lobbying. Activities not treated as below-the-line lobbying, under the Company's 

Accounting Standards, could include: 
* Reviewing and analyzing pending or proposed legislation, 

* Communicating with members of Congress or Legislators for any reason other than for 
the specific purpose of advocating the Company's position, 

* Entertaining or hosting meals for members of Congress or Legislators when not for the 
specific purpose of advocating the Company's position, 

* Appearances before regulatory agencies or efforts to influence administrative 
regulations. 

* Attending a meeting or seminar that is addressed by legislators where the meeting is 
widely attended and no lobbying contact is made. 

Because the accounting policies that are employed by USWC personnel in determining 

whether to charge time and expenses below-the-line define "lobbying" fairly narrowly, many 

efforts to develop and maintain relationships with legislators to facilitate USWC access and 

influence are not considered lobbying. 

Employing these accounting "rules", US WC recorded only about eight percent of overall 

Arizona test period Public Policy expenses to below the line accounts. The majority of such 

costs (the other 92 percent) are recorded above-the-line and are included in USWC's asserted 

revenue requirements. 
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Q. Why should a significant portion of the public affairs and public relations hc t ions  within the 

USWC Public Policy organization be accounted for below the line, rather than collected from 

ratepayers? 

Some larger fraction of such expenditures should be accounted for below the line because 

ratepayers derive no direct tangible benefits from legislative/public affairs and image 

enhancement expenditures made by the Company. Public affairs and public relations 

expenditures are generally not necessary to provide telephone service to Arizona ratepayers. 

Moreover, when such costs are incurred by the Company to further its public relations and 

political agenda, it is likely that such agenda is designed specifically to be more favorable to 

the Company's shareholders than its ratepayers. USWC management can reasonably be 

expected to pursue public policy issues in the manner most beneficial to the Company's 

investors, since investor interest are most directly represented by the US West, Inc. Board of 

Directors who appoint and direct the actions of management. 

A. 

Q. Have you prepared an adjustment based upon a conclusion that the Accounting Standards 

described above and USWC's resulting eight percent Public Policy cost assignment below the 

line is unreasonable? 

Yes. Certain personnel within the USWC Public Policy organization are heavily involved with 

legislative affairs and public relations activities which appear to be of little or no direct benefit 

to ratepayers. However, the Company's proposed accounting treats the majority of such 

personnel and costs as above the line recoverable expenses. Staff Schedule C-19 restates the 

Company's per books assignment of Public Policy costs, so as to classify below the line 50 

percent of the costs of Corporate Public Policy and Arizona Public Affairs organizations. 

A. 

Q. 
A. 

Why do you propose to increase the percentage booked below the line to 50%? 

The adjustment I propose is based primarily upon the position descriptions for each of the 

Public Policy positiodjob descriptions provided in response to Data Requests, which are 
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included in Appendix MLB-3. These documents describe the relative importance of various 

responsibilities of each such position. For example, the responsibilities of USWC’s Director 

of Public Affairs- Managing includes: 

(25%) Supervises and directs work activities of subordinates; provides 
strategic direction and guidance relative to team effectiveness: seeks 
and offers opportunities for personal and professional development 

(25%) Directhoordinates the efforts of the company lobbyists at the 
state and national level to ensure proper advocacy on behalf of the U S 
West Companies. 

(25%) Direcvparticipate the efforts of the company to achieve the most 
favorable forms of alternative regulation as is required or may be 
achieved through passage of legislation. 

(1 5%) Identifies and tracks emerging issues to enable the corporation 
to respond in a timely and appropriate fashion 

(1 0%) Develop recommendations that will allow officers and key 
managers of the business to maximize the effectiveness of the 
company’s public affairs efforts. 

The Arizona Vice President - Public Policy position has a more generalized statewide policy 

role, with duties stated to include: 

... has responsibility for developing, integrating, advocating and 
executing Public Policy strategies, activities and initiatives within 
Arizona while ensuring that such efforts support the achievement of U 
S WEST’S corporate objective and goals. 

A number of corporate Public Policy positions are also allocable to Arizona and are included 

in the Staffs partial disallowance of costs. Pages 5 through 22 of Appendix MLB-3 are 

position descriptions for these corporate staff personnel. The adjustment I propose treats 

Corporate Public Policy and Public Policy Support RC’s allocated to Arizona as supportive of 

these direct efforts at the State level. 
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Q. How were Public Policy organization costs treated by the Commission in the Company’s prior 

Arizona rate case? 

The Commission approved essentially the same adjustment in Docket No. E-1 05 1093-1 83 that 

is proposed by Staff in this proceeding. At page 45 of Decision No. 58927, the Commission 

stated: 

A. 

We concur with Staff. The Company has not justified over 94 percent 
of the public affairs and public relations costs being passed through to 
ratepayers. These are areas which clearly provide benefits to the 
shareholders. We find that Staffs proposal to split the costs between 
ratepayers and shareholders to be a fair resolution. 

Q. Did you inquire into the specific public policy goals and objectives that USWC was focused 

upon in the test period, so as to better understand the nature of legislative and regulatory issues 

being addressed by the Company? 

Yes. I reviewed the incentive compensation business unit goals and targets established for 

Public Policy personnel, as set forth in the confidential responses to Data Requests UTI 17- 16 

and UTI 60-1 1 and found the goals to be largely oriented toward shareholder benefits, such as 

A. 

Q. 
A. 

In your opinion, should the Public Policy adjustment you propose be considered conservative? 

Yes. The position descriptions included in Appendix MLB-3 indicate the emphasis of these 

efforts on influencing legislative, regulatory and key business leaders through maintenance of 

relationships and active lobbying. The business objectives documented for incentive 

compensation to Public Policy personnel also indicate the emphasis placed upon shareholder 

interests. It appears that far more than the 50 percent disallowance I propose could be justified 

based upon these documents. 
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CASH WORKING CAPITAL 

Q. 
A. 

What is cash working capital? 

Cash working capital is the amount of invested capital required to operate the business that is 

associated with the timing of cash flows through the business. A lead lag study is prepared to 

measure the timing of cash flows associated with each ofthe sources of intrastate revenues and 

each of the recurring cash expenses incurred in providing service. If the lead lag study 

supports a conclusion that the costs incurred to provide regulated service must be paid more 

rapidly than the Company can collect its revenues, investors must provide cash working capital 

to bridge th ls  timing gap. On the other hand, if the Company is able to collect cash from 

customers more rapidly than it must pay its bills associated with payroll, materials and other 

costs, negative cash working capital is the result. 

Q. 

A. 

Why is cash working capital included in rate base? 

Cash working capital, whether positive or negative in amount, must be included in rate base 

so as to properly recognize the amounts of investor-supplied capital required to operate the 

business. When added to other working capital elements such as materials and supplies and 

to the larger amounts invested in telephone plant in service and deferred tax reserves, cash 

working capital is an indispensable element of the investment base associated with Arizona 

operations. 

Q. Has USWC prepared a lead lag study to determine its intrastate cash working capital 

requirement in the test period? 

Yes. A lead lag study exists to support the Company’s proposed cash working capital 

allowance in rate base. The Company’s updated test period study supports a rate base amount 

of negative $46.2 million. However, in preparing its update filing, the Company posted an 

incorrect adjustment amount for cash working capital that results in an incorrect amount of 

A. 
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negative $39.2 million actually being included in USWC’s proposed rate base. This problem 

was disclosed in the Company’s response to RUCO Data Request 28-07. 

Q. 
A. 

Does Staff agree with the lead lag study that USWC has proposed in the current case? 

Unlike in prior cases, USWC has properly scoped its lead lag study, so as to exclude the non- 

cash expense elements that were previously rejected by the Commission. This scoping change 

eliminates much of the controversy arising fiom prior USWC lead lag studes. However, there 

are still a number of specific mechanical corrections, updates and other issues raised by the 

Company’s study. Staff has prepared a series of restatements to the Company’s prefiled lead 

lag study that are associated these issues. 

Q. 
A. 

Do the Staffs adjustments change the basic approach to the study that the Company prepared? 

No. The changes proposed by Staff relate to the calculated lag day values in several areas, but 

not the basic approach to the study. However, beyond the lag day restatements, Staffs results 

will also differ fiom the Company’s because of differences in adjusted test period expense 

amounts which serve as inputs into the study calculation. It is necessary to reflect Staffs 

revised income statement amounts in the input values used to calculate cash working capital. 

These input values are derived fiom the adjusted values in Staffs adjusted income statement 

at Schedule C, column D. The difference in input values causes certain differences in resulting 

cash working capital that are not substantive issues, but rather are simply the result of changed 

inputs. The Company concurs in the need to reflect updated income statement inputs in 

calculating cash working capital, according to the response to RUCO Data Request 28-06. 

Q. What accounting schedule have you prepared to display Staffs proposed lead lag study 

calculations, with the revisions that are required? 

Schedule B-4 is the lead lag study proposed by Staff. It employs the adjustedincome 

statement revenue and expense amounts for each line item that are consistent with other Staff 

A. 
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ratemaking adjustments. In addition, some of the lag day revisions are evident from the study 

Schedule B-4, while others are embedded within composite lag day values for expense line 

items that are different from the values proposed by USWC. 

What is Staffs first lead lag study adjustment? 

The salaries and wages lag day value calculated by USWC includes consideration of incentive 

compensation amounts that are paid considerably in arrears, making the weighted average lag 

longer than for normal payroll. Since Staff has challenged rate recovery of such incentive 

compensation, the salaries and wages lag has been recalculated to exclude such items. 

Is there another adjustment that Staff has proposed to the salaries and wages lag value? 

Yes. Some wage expenses on the books relate to accrued compensated absences. This expense 

is an accrual, rather than an actual cash payment, that recognizes that employees earn the right 

to take vacation and other time off prior to when such time and pay is actually taken. Accrued 

vacation expenses should be treated as non-cash expenses, so that only actual cash payments 

for wages are allowed to influence the lead lag study result. To accomplish this treatment, the 

expense lag for vacation accruals has been set equal to the overall revenue lag in Staffs 

calculations. 

With respect to the employee benefits lag calculation, has Staff found it necessary to adjust the 

Company’s proposed lag calculations? 

Yes, several adjustments are required. As in the case of non-cash compensated absences, the 

Company’s pension plan is over-funded and no cash contributions to the fund are being made. 

So as to neutralize the cash working capital effect of negative pension expenses on the books, 

these amounts are assigned an expense lag value set equal to the overall revenue lag. 
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For group life, medical, dental and vision plan contributions, the Company has simply assumed 

a zero lag day value. The zero assumed lag is apparently based upon the Company’s practice 

of reimbursing vendors for the paid claims for employees on a daily basis, via wire transfer. 

In effect, the Company has assumed that employees earn these benefits, receive covered 

services, submit claims and are reimbursed immediately. However, in reality, considerable 

lags are associated with the time between earning such benefits and USWC’s cash payment. 

When asked in Data Request UTI 29-29 about the lag time for only the claims processing 

portion of this time line, US WC responded “The lag time that might exist between the health 

care provider submitting claims to the health insurance company for payment is data that U S 

WEST does not have available.” Instead of simply assuming a zero lag value and dramatically 

understating the overall benefit lag days, Staff has adopted the benefit lag day value assigned 

to this item in the Company’s most recent FCC lead lag calculations, which are based upon a 

turnover analysis of the relevant benefits liability account. Using the FCC basis lag value for 

these insurance items also requires elimination of the “Average Benefit Liability” balance that 

USWC had included as a reduction to cash working capital at line 26 of Schedule B-4. 

The final Staff adjustment to the employee benefits lag calculation is to recognize the statutory 

timing of remittances of Federal and State unemployment contributions, which are due and 

payable at the end of the month following each calendar quarter. The Company’s calculation 

relates the statutory payments to the mid-point of a calendar year, so as to presume that the 

average payment of FUTA and SUTA precedes the actual service by employees throughout 

the year that creates the tax liability. In reality, these taxes are not prepaid in anticipation of 

future employee service and wages and the Company’s calculation is simply incorrect. It is 

true that most FUTA and SUTA is paid early in a calendar year because of the relatively low 

wage base to which such taxes apply. However, the tax liability arises fiom current employee 

service and is paid on new employees whenever their first wage payments begin to create the 

tax liability to the Company. 
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What is Staffs next lead lag study adjustment? 

In calculating the lag days for interest expense, USWC included amortization of issuance 

expenses as if these were cash expenditures with an assumed zero lag value. This treatment 

is inconsistent with the Company’s treatment of all other non-cash amortization and 

depreciation expenses and improperly increases cash working capital. Staff has modified the 

interest expense lag day value to recognize only cash interest expenses payable by USWC. 

Please describe the Staffs final lead lag study adjustment. 

A sample-based analysis of miscellaneous cash vouchers is performed to estimate the average 

lag days associated with the payment of the Company’s various expenses other than wages, 

benefits and rents. Staff noted in its review that the Company’s study of cash voucher payment 

lag days is extremely dated and inquired into the availability of study updates. In its response 

to Staff Data Request UTI 29-30, the Company stated, “USWC is currently investigating the 

feasibility of performing this study in the second half of 1999. Since this is a relatively 

important study item that impacts many dollars of test period expense, I recommend that the 

Commission require this study to be updated for consideration in any future rate proceedings. 

In the absence of an updated cash voucher study, Staff noted in discovery regarding another 

issue that USWC has modified its accounts payable practices to extend the payment date on 

certain transactions (UTI 30-1 1). According to USWC’s response to DataRequest UTI 17-35, 

“The Company implemented stricter balance sheet management which included slowing down 

accounts payable payments, timing of payables, etc.” An estimate of the cash voucher lag day 

value associated with this change in internal cash management has been included as a 0.6 day 

Staff adjustment to the voucher lag value included in the Company’s study. 
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PLANT RECORDS ADJUSTMENT 

Q. 
A. 

What is the purpose of the adjustment set forth on ACC Staff Schedule C-22? 

This Schedule sets forth an adjustment to reduce depreciation for plant assets that appear 

unlikely to be in service and for which the Company cannot demonstrate that the plant is 

actually in service. Staff has treated these assets as “unrecorded retirements” and removed 

them from rate base and depreciation expense, subject to the Company affirmatively showing 

the assets to be in service and ofbenefit to customers. A corresponding adjustment to rate base 

is set forth at Schedule B-1, although it has a zero net impact upon rate base because FCC- 

prescribed mass asset accounting procedures assume that any asset, upon normal retirement, 

is fully depreciated. This causes the retirement entries to the books to consist of offsetting 

reductions to the Plant in Service and Accumulated Depreciation accounts, with no net impact 

upon rate base. 

Q. What is the assumption behind Staffs treatment of General Purpose Computers on the first line 

of Schedule C-22? 

The Company is required by the FCC to maintain Continuing Property Records (“CPRs”) of 

its Plant in Service Investment by vintage year of acquisition, when each asset is placed into 

service. In the case of General Purpose Computers, USWC has a large balance of mini and 

micro computer units and monitors that are on the books with a 1989 vintage date. Since these 

types of assets have a relatively short useful life and are subject to dramatic technological 

improvement, it is unlikely that much if any vintage 1989 personal computer and mini 

computer equipment remains in service. Rather, Staffbelieves this category of Plant in Service 

represents unrecorded retirements and has removed the 1989 vintage balance from rate base 

and from depreciation expense. 

A. 
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Is there any available itemization of the assets within the 1989 vintage of General Purpose 

Computers? 

Yes. In response to Data Request UTI 52-06, USWC provided a 97 page confidential listing 

of assets contained within the 1989 vintage of General Purpose Computers. When asked to 

“identify any of such equipment that is no longer in service that should be retired, the 

Company responded, “It would be impossible to determine equipment no longer in service 

without conducting a special study.” In response to a follow-up Data Request UTI 54-13, the 

Company elaborated by stating, “The special study that would be required would consist of 

conducting a physical inventory and reconciling it to the accounting records. Since General 

Purpose Computer assets are extremely mobile, such an inventory could involve all U S WEST 

locations.” 

Do the Company’s vintage records indicate that any General Purpose Computers remain in 

service after being acquired in years earlier than 1989? 

Yes. According to page 26 of Ms. Heller-Hughes RCND study Supplemental Exhibit, there 

are much smaller balances of General Purpose Computers in years prior to 1989, totaling about 

$4.3 million for all years 1976 through 1988. 

When were the majority of General Purpose Computers added to the Company’s Plant in 

Service? 

In vintage years subsequent to 1989, the other $84 million making up the total investment of 

$1 12 million in Arizona General Purposes Computers was recorded, with the largest 

investments being in 1993, 1994, 1995 and 1999. It is highly unusual for an account 

containing computing technology to have the single largest vintage of its assets concentrated 

over ten years ago in 1989. It is probably that the physical inventory required to verify the 

existence of such assets would reveal that this equipment, if still owned by USWC, is not 

actually used and useful in serving customers. 
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Q. 

A. 

Is the adjustment proposed by Staff likely to be conservative in amount? 

Yes. With respect to the General Purpose Computers, as well as the other Plant accounts listed 

on Schedule C-22, Staff removed only the single largest early vintage account that appeared 

to contain a concentration of unrecorded retirements. There are other vintages earlier than the 

selected year of adjustment that are smaller in dollar amount that were not investigated or 

adjusted by Staff, but which likely also contain significant amounts of unrecorded retirements. 

These other vintages were not adjusted to intentionally add conservatism to Staffs estimated 

adjustment for unrecorded retirements, but the Company should also be held accountable for 

justifjring its recorded investment in these earlier years. 

Q. What vintages and types of assets are included in the Digital Switching and Digital Circuit 

Equipment accounts, as contained on lines 2 and 3 of Schedule C-22? 

An unusually large amount ofDigita1 Switching and Digital Circuit Equipment is concentrated 

within the 1955 vintage plant records. Digital Switching is the current technology used to 

switch voice circuits and data traffic, using a computer to convert all traffic into digital format, 

and then process, route and control the traffic. Digital Circuit equipment includes pair-gain 

digital devices used to reduce the physical pairs required to serve customers and digital 

electronic equipment used for amplification, modulation, signaling, balancing and control of 

interoffice channels. Such circuit equipment may be located in central offices, in manholes, 

on poles, in cabinets or huts or at other company locations. What is unusual about the 

Company’s records, is the large amount of recorded investment in a 1955 vintage, long before 

digital equipment became available for telecommunications networks. 

A. 

Q. When was the first digital switch installed by the Bell System? 
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A. The Bell System introduced its first digital switch in 1976.6 This suggests that it is impossible 

for USWC to have Digital Switching plant on its books as of 1955. It is reasonable to expect 

that certain central office equipment and hardware in existing central offices was retained in 

service to support new digital switch installations, when older electromechanical or analog 

equipment was removed. Nevertheless, it is unlikely that such equipment would be 

concentrated within the 1955 vintage, as reflected in the Company’s vintage property 

accounting records. In response to Data Requests UTI 52-07 and 52-08, the Company did not 

identify any of this equipment to be either in service or retired, claiming, “The requested data 

is not available without performing a special study.” 

Q. What is the basis for Staffs elimination of depreciation expense for the 1925 vintage 

Underground, Buried and Intra-building Cable accounts at lines 4 through 6 of Schedules B-1 

and C-22? 

A. As with the General Purpose Computers, Digital Switching and Circuit Equipment, the 

Company has apparent unrecorded retirements for these Cable accounts, as indicated by the 

disproportionately large amounts of plant in the earliest indicated vintage for these Cable plant 

asset accounts. The recorded vintage distribution for these Cable Accounts can be observed 

at pages 45,48 and 53 of Ms. Heller-Hughes’ Supplemental Exhibit. It is unlikely that such 

large cable investments that are 73 or more years old remain in service for the benefit of 

ratepayers in Arizona. 

Q. 
A. 

How does the Company explain large balances in 1925 vintage Cable accounts? 

In responding to Data Requests UTI 52-09 and 52-1 1 , USWC stated, “Certain Outside Plant 

assets were not kept with vintage data prior to 1989. These assets are assigned a ‘fictitious’ 

year of 1901 on the accounting records. The depreciation studies reports provide [sic] by Ms. 

6 Hyman, Leonard S. ,  The New Telecommunications Industry: Evolution and 
Organization, Vol. I, Public Utilities Reports, Inc., Arlington VA. 1987. p.37 
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Heller-Hughes aggregate all 1925 and prior vintages into the 1925 amount, the majority of 

which are the ‘non-mortality’ records. It would be impossible to determine plant no longer in 

service without conducting a special study” From this response, it is obvious that the 

Company has no idea whether the plant remains in service or what vintage the costs actually 

belong in. Staffs concerns with the adequacy and accuracy of the Company’s plant records 

has been translated into a reduction in depreciation expense to allow for apparent unrecorded 

retirements, as a conservative remedy for the apparent problems with plant records. 

Has the Company also recently been audited by the Federal Communications Commission 

with respect to the accuracy and adequacy of its property accounting records? 

Yes. FCC auditors in the Accounting Safeguards Division of the Common Carrier Bureau 

conducted audits of Regional Bell Operating Companies’ (RBOC’s) central office equipment, 

seeking to verify the completeness and accuracy of continuing property records (“CPR’) 

information recorded on the books. These au&ts included sample-based physical examinations 

of hard-wired central office equipment in selected US WC central office locations, including 

facilities in Arizona. In audit reports filed with the FCC, the auditors claimed they were unable 

to locate certain central office equipment which is recorded on the books of the RBOC’s, 

including USWC. The auditor’s reports also state that the CPR records contained deficiencies 

and did not comply with the FCC’s rules. In its recommendations, the audit report stated that 

US West should write off $597.2 million from its central office equipment to remove the 

estimated cost of its missing Hard-wired Equipment and Undetailed Investment and engage 

an independent auditor to review US West’s practices, procedures and controls for maintaining 

CPR.7 

Has the Company disputed the audit findings and recommendations? 

UTI 1-27, ASD Audit Report, Recommendation paragraphs 38 and 39. 7 
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A. Yes. U S West and the other RBOC’s are vigorously disputing the audit reports and have 

submitted formal responses to the FCC explaining the issues raised by the audits. In its 

submissions to the FCC, U S West claims it has “found” most of the central office plant assets 

that the FCC auditors were unable to locate. In addition, USWC responded to the sampling 

techniques employed by the FCC auditors, claiming them to be “fatally flawed”. While 

acknowledging that its CPR records were not perfect, USWC argued that the FCC’s 

recordkeeping rules are extraordinarily detailed and burdensome. 

Q. 
A. 

Has the FCC taken any formal action with respect to the CPR audits? 

To date, the FCC has published the audit reports and on April 7, 1999 issued a Notice of 

Inquiry in CC Docket No. 99- 1 17 to receive public comments on the issues raised by the 

audits. Comments have been received by the FCC and no further action has been taken at this 

time. 

Q. Has USWC conducted its own internal review of the recorded central office equipment 

balances and underlying continuing property records? 

Yes. The result of the Company’s internal review was the recording of a minimal adjustment 

to the Arizona records, retirements to plant totaling less than $12,000 (UTI 4-30). The 

Company has also increased its efforts to train personnel on the accounting requirements for 

central office equipment (UTI 14-03). 

A. 

Q. What would be the impact if further adjustments were required to the recorded Arizona plant 

in service balances due to overstated investment amounts, as suggested by the FCC audit? 

If additional retirements should be recorded, there would be no impact upon rate base. This 

is because of the mass asset accounting procedures, as noted in earlier testimony. However, 

any additional retirements that should be recorded would translate into reduced depreciation 

expense, in an amount based upon the appropriate accrual rate times the plant balance impact. 

A. 
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Q. Has Staff proposed any adjustment at this time with respect to the FCC audit report or ongoing 

inquiry? 

No. Staff has not independently conducted any physical audit of the Company’s plant 

investment in Arizona and there has been no resolution of the issues at the Federal level. It is 

Staffs recommendation that the Company promptly report to the Director of the Utilities 

Division upon receipt of any FCC Order associated with the CPR audit and inquiry that is 

ongoing. Moreover, Staff encourages the Commission to approve the adjustments to 

depreciation expense in Schedule C-22 so as to not charge customers for depreciation of assets 

that are likely not in service. Finally, the FCC may also consider imposing additional physical 

CPR audit requirements upon the Company in a systematic and cost-effective manner, to 

ensure that all unrecorded retirements are identified and the continuing property records are 

more accurately stated in the future. A reporting of the results of any such additional FCC- 

imposed plant audits to the Utilities Division should be required of USWC. 

A. 
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SALE OF EXCHANGES 

Q. Has the Company proposed a pro-forma adjustment in its updated filing to account for the 

pending sale of 38 rural exchanges to Citizens Communications? 

Yes. Adjustment P-07 “Anzona Access Line Sale” is proposed in the Company’s filing. This 

adjustment reduces Intrastate Operating Income by $4.3 million and Rate Base by $103.3 

million to exclude the estimated impact of the exchanges being sold from calculated revenue 

requirements. The adjustment is designed to extract actual test period revenues and net plant 

from recorded data, while the expense elements of the adjustment are estimates based upon 

allocations of Arizona expenses due to the lack of exchange-specific expense accounting 

records. 

A. 

Q. Does the Staff take exception to any elements of the Company’s pro-forma adjustment to 

remove the exchange sale? 

Yes. Certain expense allocations within the Company’s pro-forma adjustment fail to 

reasonably attribute costs to the exchanges being sold. One problem is the absence of any cost 

allocations for Corporate Operations expenses to the exchanges, as if these corporate costs are 

entirely fixed and will not be reduced when the scope of the Arizona business is reduced. 

Another problem is created by the Company’s arbitrary reduction of marketing costs otherwise 

allocable to the sold exchanges, as if marketing cannot be reduced proportionately when access 

lines and revenues are reduced from the exchange sale. Finally, depreciation expense related 

to the sold exchanges is removed from the test period based upon recorded booked expense 

amounts, which creates an inconsistency in the Company’s filing, because of the annualization 

of overall intrastate depreciation (including exchange sale plant investment) in another of the 

Company’s pro-forma adjustments using revised new depreciation parameters. Depreciation 

must be removed for the sold exchanges at the same accrual rates used to calculate annualized 

depreciation in other parts of the Company’s asserted revenue requirement. 

A. 
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Q. Have you prepared an Accounting Schedule for the purpose of restating the ComI 

Exchange sale adjustment? 

Yes. In Schedule C-29, Staff has proposed adjustments for these known problems, s( 

restate the exchange sale pro-forma expense adjustment to more reasonable levels. A 

1 through 5 of Schedule C-29, test period marketing expenses are allocated by Staff 

exchanges being sold based upon relative revenues in such exchanges, as a percentage c 

Arizona revenues. This approach is consistent with the allocation factor used by USW 

does not accept the Company’s arbitrarily further reduction of the allocated mar 

expenses by-. USWC’s adjustment assumes that the majority ofits marketing i 

in urban areas and the share of marketing in rural areas is less. According to the Company’s 

response to Data Request UTI 62-22, “When an informal survey of product manager [sic] was 

conducted in 1998, most managers said that they believed that about half as much marketing 

dollars were spent in rural areas as compared to urban areas on a per access line basis.” Staff 

believes this reduction to be unreasonable and not supported by any studies or specific facts. 

There is no reason to believe that USWC could not reduce its marketing costs in proportion 

to its smaller business operations in Arizona after selling exchanges. 

A. 

The second element of Staffs adjustment on Schedule C-29, at lines 6 through 10, is to 

attribute some reduction in Arizona Corporate Operations Expenses to the exchange sale, 

rather than accepting USWC’s apparent assumption that all of these expenses are fixed in 

amount and cannot be reduced when part of the Company’s business in Arizona is sold. Even 

though the exchange sale represents over = percent of Arizona plant investment and over 

percent of revenues and access lines, Staff has conservatively estimated that corporate 

operations expenses could be reduced by only one percent as a result of the reduced scope of 

Arizona operations. In contrast, the Company’s adjustment assumes absolutely no reduction 

in USWC Corporate Operations Expenses will occur with the exchange sale. 
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The third element of Staffs Schedule C-28, at lines 11 through 13, is to remove depreciation 

expense using the revised depreciation parameters recently approved by the Commission. Ths 

change corrects an inconsistency in the Company’s filing caused by the use of new 

depreciation parameters for overall plant in service in the State, versus lower per-books 

depreciation in the Company’s exchange sale adjustment. The quantification of this part of the 

Staffs adjustment is based upon the Staffs proposed updated depreciation accrual rates and 

is set forth as a separate column in Mr. Carver’s Schedule C-15, the depreciation annualization 

adjustment. A different adjustment than appears at line 13, reducing depreciation by $8.9 

million, would be required to acheve consistency in depreciation rates if the Company’s 

proposed depreciation accrual rates are approved by the Commission in place of Mr. Dunkel’s 

proposed accrual rates (UTI 52-14). 

Q. Why is it reasonable to expect USWC to reduce marketing costs proportionately with the sale 

of exchanges? 

It should be recognized that marketing activities and costs are discretionary and are incurred 

when a market “payback” can be realized above incremental costs that are incurred. The 

exchange sale reduces the size of the addressable market in Arizona for USWC’s regulated 

intrastate services. Ths  reduced market size will impact the economics of discretionary 

marketing decisions and make it more difficult to achieve favorable results from a given 

expenditure level. In addition, the smaller Arizona regulated market should cause regional and 

corporate marketing expenses to be allocated away from Arizona, toward states that are not 

reducing access lines as significantly as Arizona. Of course, marketing activities and costs are 

even more uncertain in the future, after the planned exchange sales are to close, due to the 

Qwest merger and broadening of product mix and market areas outside the traditional U S 

West service territories. In this dynamic environment, it is important to recognize that Arizona 

is becoming a smaller part of a much larger business enterprise, in part due to the pending 

exchange sale. 

A. 
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Q. Why is it reasonable to assume that some portion of US WC corporate operations expenses 

be reduced as a result of the exchange sale? 

Corporate Operations expenses include executive, planning, legal, accounting, fin; 

external relations, human resources, information management, procurement, research 

development and other general corporate expenses. While many ofthese expenses do not 

directly with the size of Arizona’s regulated business, they are not completely fixed expe 

as assumed by USWC. For example, certain charges to USWC from affiliates are based 1 

the relative size of USWC compared to other affiliated entities. When the sale of excha 

by USWC reduces the size of the regulated business, a somewhat lower percentage of 1 

affiliate-allocated expenses are chargeable to USWC. Other regional and corporate expe 

withm USWC are also allocated among states using corporate prorate factors that are b 

upon relative size-based statistics in each state. Since Anzona’s pending access line si 

larger than proposed sales in other states, it is reasonable to expect that somewhat lower sl: 

of regional and corporate costs will be allocable to Arizona in the future. Finally, it cann 

ignored that USWC is selling exchanges that are rural in nature, presumably for econc 

reasons. To realize the full potential economic benefit of such sales, it is necessary fo 

Company to reduce the size of its corporate overheads to match the reduced scope o 

regulated business. 

A. 

Q. Has the Company proven that its corporate operations expenses are entirely fixed and cs 

be reduced upon sale of the rural exchanges? 

No. The Company explained its position in response to Data Request UTI 62-23 as foll 

USWC believes that corporate operations expenses are relatively fixed. 7 
expenses include items like systems costs, executive, accounting, external relat 
legal and other expenses which would not be materially impacted by the sale of a z 
percentage of USWC’s access lines. These types of corporate expenses are not ac 
line sensitive - and cannot be attributed to specific exchanges. Most cow 
operations expenses benefit not only all of Arizona, but all of USWC. USW( 
performed no special studies. It is USWC’s view that these costs are not varial 
nature, and therefore will not be materially reduced due to this exchange sale. 

A. 
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Q. Is the one percent corporate cost reduction factor you propose based upon your judgn 

rather than any detailed analytical study? 

Yes. The Company has failed to prove that its corporate operations expenses are entirely j 

and cannot be reduced in some amount as a result of significant reduction in the scor 

Arizona regulated operations. Clearly, some corporate costs are driven by relative size-b 

allocators that will be reduced as a direct result of pending announced access line sales. C 

Arizona corporate costs represent administrative support for the business and its emplo! 

some of which can be reduced when employee levels decline and Arizona operation: 

reduced in scope. In my opinion, a one percent allocation factor is a reasonably modest ti 

for such reductions in the absence of Company evidence to the contrary. 

A. 

Q. Is there another reason why some portion of USWC’s corporate operations expenses sh 

be attributed to the exchanges being sold to Citizens Communications? 

Yes. The Company has entered into a series of network support service agreements 

Citizens to be effective upon closing of the sale. According to the Company’s response to 

63-1 1, “There were no adjustments made either within the updated test period or as aprofi 

for services that may be provided to Citizens because the sale has not yet taken place. 

such amounts would be speculation at this time, and the criteria for proforma adjustmer 

that they be known and measurable.” The premise behind the Company’s adjustment to re 

the exchange sale is to quantify the estimated proforma effects of the sale as if the transac 

has occurred. Thus, rigid application of the known and measurable standard must be re1 

because the exchange sale quite obviously had not received ACC approval or been clos 

the time the Company’s or Staffs rate case filing was due. In estimating the pro-forma ef 

of the exchange sale, some allowance for contract support services to be provided by U: 
to Citizens could be recognized as a reduction to ongoing intrastate expenses incurre 

USWC. Approval of Staffs revisions to the Company’s proforma adjustment with i 

A. 
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percent corporate operations expense allocation reflects, in an indirect manner, such 

recognition. 

Q. Has the Company provided any estimate of the gain on sale of exchanges that is anticipated 

in Arizona? 

Yes. In response to Data Request No. UTI 50-01, the Company estimated the gain associated 

with the Arizona access line sale to be approximately - before taxes and allocations 

to intrastate, and about - after income taxes and intrastate allocations. The 

Company has proposed to retain this gain for its shareholders, while Staff witness Ms. Linda 

Jaress has proposed alternative treatments for such gains. I mention this gain estimate in my 

testimony solely as a convenience to the Commission as it integrates any findings from Docket 

No. T-1051B-99-0737 into the Company’s rate order. 

A. 

Q. Does the Staffs revenue requirement recommendation include any crediting of this gain 

amount to the benefit of ratepayers? 

A. No. 
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Q. 

A. 

BROADBAND CABLE TRANSACTIONS 

What is proposed in the Company’s filing with respect to the new broadband cable service 

business operations in Arizona? 

The Company’s updated filing adjusts the net plant investment, revenues and expenses 

associated with the provision of cable entertainment services in Arizona, so as to treat this 

business segment within a non-regulated affiliate for ratemaking purposes. Mr. Redding 

explains the Companys’s position at page 13 of Supplemental Testimony. He notes that a 

separate subsidiary has been established by the parent company that is referred to as 

“Broadband Services, Inc. (“BSI”) and that “ ... U S West currently has an open docket, Docket 

No. T-1051B-99-0499 in which it is requesting the transfer of the assets related solely to the 

provision of cable services from U S WEST Communications to BSI.” To facilitate the 

operations of the BSI affiliate, a variety of new transactions have commenced pursuant to new 

affiliate contracts between USWC and BSI. The affiliate is heavily dependent upon USWC 

for network, marketing, billing & collection and other general administrative services. These 

affiliate transactions between BSI and USWC were recorded in 1999 and are ongoing in 

nature, even if the transfer of assets to the new affiliate is delayed or does not occur. 

In its filing, the Company includes within the details of revenue and expense adjustments 

certain pro-forma levels of affiliate transactions with the BSI entity. Within revenues, the 

Company has included $22.9 million of charges to BSI (prior to intrastate separations). Within 

proposed test period expenses, another $8 16,000 of charges to BSI are recognized as negative 

expenses (RUCO 26-03) based upon the Company’s flawed December times 12 expense 

annualization methodology. A h r d  adjustment to reduce end-of-period rate base is separately 

presented in the Company’s filing as Adjustment P-09 (Supplemental Exhibit GAR-S7F). 
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Do any of the adjustments in the Company’s filing presume Commission approval ofthe 

broadband video asset transfer to the separate affiliate? 

Yes. The Company’s rate base asset transfer adjustment is directly linked to the pending 

separate Application in Docket No. T-0105 1B-99-0499. In its response to DataRequest RUCO 

26-03, the Company admitted two errors in its quantification of the asset transfer rate base 

adjustment amount. I am advised by Staff Counsel that USWC has recently requested 

suspension of the procedural schedule in Docket No. T-01051B-99-0499 and that changes to 

the asset transfer proposal may ultimately occur. Therefore, Staffs rate base adjustment 

Schedule B-6 has eliminated the Company’s asset transfer adjustment. 

Does suspension of the asset transfer Application before the ACC eliminate the need for the 

operating income adjustments to account for test period affiliate transactions occurring 

between USWC and the BSI affiliate? 

No. BSI was established as a separate affiliate in March 1999 and has continuing operations 

in Arizona requiring ongoing transactions with USWC. It would not be appropriate to 

eliminate the operating income adjustments for transactions with the Broadband affiliate 

because such transactions will continue without regard to the asset transfer. Moreover, because 

the underlying costs incurred by USWC to provide services to BSI remain within test period 

expenses of USWC, a reasonable accounting for affiliate revenues from BSI is required to 

offset such incurred costs. 

Are the amounts of the Company’s proposed broadband operating income adjustments 

reasonable? 

No. The Company’s filing includes rough estimates of the ongoing revenues to USWC from 

affiliate transactions with BSI. A footnote within the Company’s revenue workpapers makes 

the following statement: 

The Broadband Services Amts are the payments from affiliate to 
USWC primarily for use of the USWC network. Other charges include 
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payment for general services such as accounting, H R ,  etc. and for 
Billing and Collection (included in acct 5262). Ths  is what was 
booked in 1999 for 10 mos and included some items that will go away 
eventually (payment for assets to be transferred). I left it thinking the 
decrease would be offset by 2 more months of revenue. I will try to get 
a better estimate as we go forward. 

Unfortunately, no better estimate was produced by the Company in response to Staffs 

discovery in this area. In discussions with Company personnel and in response to Staff Data 

Request UTI 62-12, it was revealed that “In order to prepare the Broadband Video Cable 

adjustment in the short time allowed, an assumption was made that the amount for 10 months 

billing, including one time charges would be somewhat comparable to 12 months of billing.” 

It now appears to Staff that the Company’s estimates are dramatically understated in relation 

to actual ongoing BSI transaction levels in 2000. 

How have transactions between USWC and BSI changed since the end of the 1999 updated 

test period? 

Charges from USWC to BSI have 1-i since the end of the test period. The 

confidential response to Data Request UTI 60-31 indicates that such charges to BS- 

= after only the first six months of 2000. Because of this trend, Staffs adjustment for BSI 

transactions must be viewed as conservative. 

Did Staff attempt to obtain detailed transaction infomation, including historical 1999 and 

ongoing year 2000 quantities and prices for each type of ongoing transaction, so as to improve 

upon the Company’s gross assumptions in its proforma adjustments? 

Yes. However, despite conversations with Company personnel, considerable discovery 

problems and delays in this area, information in usable form was difficult to obtain. With 

respect to the 1999 information relied upon in the Company’s proforma adjustment, requests 

for detailed monthly transaction support yielded only high-level accruals that were reversed 
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in the following month and non-informative invoice and journal details (UTI 53-08,62-15 and 

62-16). Year 2000 information was received for Arizona transactions with BSI only the week 

before testimony was due to be filed, precluding any detailed follow-up analysis. 

In light of these circumstances, what is proposed by Staffwith respect to proforma adjustments 

for BSI affiliate transactions and operating income adjustments? 

BSI was formed in March of 1999 and was in business for only the last 10 months of the test 

period. Because of this, Staffhas adjusted the recorded 1999 test period transactions with BSI, 

so as to annualize the 10 months of recorded year-to-date December revenue activity through 

multiplication by 12/10. This approach is reflected in Schedule C-6 at lines 1 through 6. 

Then, the corresponding expense elements of the adjustment are recognized at lines 7 through 

13 of Schedule C-6. This second part of the Staffs adjustment starts with actual recorded 

negative expenses associated with services provided by USWC to BSI in the test period of $5.7 

million (af3er reversal of Mr. Redding’s flawed non-labor end of period adjustment, as 

described in Mr. Carver’s testimony). These negative recorded expenses for the last 10 

months are also annualized through multiplication by 12/10. 

Is a different adjustment required if Mr. Redding’s non-labor end of period annualization 

adjustment (December times 12) is accepted by the Commission, over the objections of Staff! 

Yes. In place of the $5.7 million of recorded negative expenses for BSI transactions, it would 

be necessary to substitute Mr. Redding’s $8 16,000 negative expense result at line 7, resulting 

in a larger expense reduction than the $822,000 now depicted at line 12 of Staffs Schedule 

C-6. This larger adjustment would reduce expenses by $4,348,000 rather than $822,000, as 

explained in footnote (a) on Schedule C-6. 

Are the Schedule C-6 operating income adjustments proposed by Staff necessarily based upon 

assumptions and estimates that are subject to change? 
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A. Yes. The BSI affiliate transaction amounts reflected in Staffs filing represent an extrapolation 

of recorded actual 1999 transactions to an annualized level as of December 1999, without 

regard to the substantial changes in the underlying transactions that are occurring in 2000. 

This is also true of the Company’s rate case adjustments, as noted in the footnote quoted 

above. However, given the rapid growth in BSI business activity and the level of transactions 

with USWC, I expect that Staffs proposed level of charges to BSI is significantly understated 

to the Company’s benefit in the rate case. In its response to Staff Data Request UTI 62-1 0, the 

Company provided actual year 2000 monthly BSI transactions with USWC and stated, “The 

volumes associated with all the listed services [provided to BSI] are expected to grow 

commensurate with the growth in subscribers”. In the confidential response to UTI 60-28, the 

Company stated the number of Arizona subscribers to BSI service has - in 

March 1999, to = in December of 1999 and =by June of 2000. None of - 
has been recognized in Staffs adjustment. 

Q. 
A. 

Are there reasons why charges from USWC to BSI may decline in the future? 

The Company’s response to Data Request UTI 65-12 suggests that revenues from BSI for one 

type of service may decline in the future, due to pending asset transfers now before the ACC: 

The assumptions used [in USWC’s BSI adjustments] were based upon 
lxstorical data. Since BSI is a new affiliate, there is little history, but 
no better assumptions were available. The Company does know that if 
the ACC approves the asset transfer from Qwest to 3S1, revenues 
received from BSI will drop substantially. An estimate based on 
historical data would put “after transfer” revenue at approximately $8M 
annually. However, the amount cannot be substantiated at this time. 

Staff has relied upon the same 1999 recorded transactions with BSI for its adjustments that 

were used in the Company’s adjustment. If the proposed asset transfer is now anticipated to 

reduce annual revenues from the BSI affiliate by as much as $15 million annually ($22.9 

versus $8M), the Commission should be quite concerned in approving such asset transfers and 

creating such a large revenue loss to USWC’s Arizona business. 
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Q. How does the pending asset transfer compare to the potential loss of USWC rental revenues 

fiom BSI? 

Given the Company’s pretax return requirement of 14 percent on rate base assets, the 

transferred assets would need to be valued at more than $100 million to “save” as much return 

on investment as would be “lost” from BSI rental revenues. However, the asset transfer 

before the Commission involves only $1.4 million of net intrastate Arizona investment (See 

Schedule B-6). Even considering the cost of depreciation on such assets, it would be 

unreasonable to transfer only $1.4 million of investment to BSI if rental revenues to USWC 

would decline by as much as USWC now suggests. 

A. 

Q. Ifthe separate proceeding, ACC Docket No. T-105 1B-99-0499 is suspended and asset transfers 

do not occur for consideration in this rate proceeding, what should be done to determine 

US WC ’ s revenue requirement? 

The Company’s rate base adjustment for asset transfers should be reversed in order to reflect 

continued USWC ownership of the assets, as depicted in Schedule B-6. However, the Staffs 

proposed adjustments to USWC operating income in Schedule C-6 should be approved, so as 

to reflect the ongoing transactions with BSI that will continue even if the asset transfer does 

not occur. 

A. 
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RECIPROCAL COMPENSATION 

Q. 
A. 

What is reciprocal compensation and how has it been treated in the Company’s filing? 

Pursuant to interconnection agreements between USWC and competing carriers, traffic 

generated by customers of a local carrier that relies upon the facilities of another carrier for 

completion may require the payment of compensation to or from that other carrier. In the test 

period, USWC recorded both revenues and expenses associated with the receipt and payment 

of reciprocal compensation as follows: 

Test period recorded reciprocal compensation revenues 

Test period recorded reciprocal compensation expenses 

Net Per Books Cost - Reciprocal Compensation 

$6,561,701 

17,982,288 

11,420,587 

However, by ratemaking adjustment, the Company has removed all of these recorded 

transactions and has substituted a pro-forma net cost of $13,252,000 as an addition to the 

bottom-line revenue requirement shown on Mr. Redding’s Supplemental Exhibit GAR-S 1. 

This addition is captioned, “Automatic Adj . Mechanism Revenue Requirement” to coincide 

with Mr. Redding’s proposal that an “automatic rider” serve to change the rates paid by 

customers for all future changes in reciprocal compensation. 

Q. What arguments are advanced by Mr. Redding for this special treatment ofreciprocal 

compensation? 

At page 15 of his supplemental testimony, Mr. Redding states, “Right now net reciprocal 

compensation is growing very rapidly. In the future, as agreements are modified or 

renegotiated, this level may drop. In other words, the situation is very volatile. An automatic 

adjustment mechanism would ensure that the Company received no more in rates than it is 

entitled to, whereas inclusion in the base revenue requirement would ensure that the Company 

A. 
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would either over or under collect in the future.” Mr. Redding’s proposed automatic rider 

would be changed every six months or quarter based upon reported amounts to the 

Commission that would be subject to audit at any time. 

Does USWC have automatic rate adjustment riders for any other elements of its Anzona 

revenue requirement? 

No. The Company’s proposal represents a significant departure from traditional regulation of 

USWC in which all elements of cost of service are included in base rates and are reviewed and 

quantified within a test period and in the context of general rate cases. 

Does Staff support the adoption of an automatic rate adjustment mechanism for USWC’s 

reciprocal compensation net expenses? 

No. The Company’s proposal for such an adjustment mechanism should be rejected for a 

number of reasons, including: 

It is improper, piecemeal ratemaking to single out one isolated element of the overall 
revenue requirement for rate adjustments, while ignoring other changing revenues and 
costs that may tend to offset the isolated element. 

Other elements of USWC’s revenue requirement are more significant and more 
variable, yet are not proposed for automatic rate adjustments, causing the Company’s 
proposal to be asymmetrical and distortive of the overall cost of service. 

The costs in question are not significant enough to materially impact USWC earnings 
if automatic rate adjustments are not approved. 

The incentives for USWC to prudently negotiate and administer reciprocal 
compensation agreements is diminished if the costs of reciprocal compensation can 
simply be passed through to ratepayers. 

The administrative cost and complexity of introducing quarterly or semi-annual filings, 
audits and rate adjustments for reciprocal compensation are not justified in light of the 
relative importance of such costs to the accurate measurement of USWC’s revenue 
requirement in Arizona. 
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Q. 

A. 

0 The Company has not sufficiently developed its proposal to allow full review and 
consideration of the significant reporting, rate design, tariff administration or customer 
bill disclosure issues that are created. 

Automatic adjustment of customers’ rates should not be granted for these reasons. Instead, a 

reasonable quantification of reciprocal compensation should be included in base rates and any 

fbture changes in such costs should be considered along with and at the same time as all other 

revenue requirement elements. 

What percentage of the Company’s overall intrastate revenues does the net cost of reciprocal 

compensation represent? 

At the Company’s proposed net cost level of $1 3.3 million, reciprocal compensation represents 

only one percent of total Arizona intrastate operating revenues of about $1.2 billion. 

Do other elements of the Company’s revenue requirement change more dramatically than the 

net cost of reciprocal compensation? 

Yes. For example, USWC has quantified the effects of wage and salary increases to be over 

$13 million for only the increases in March and August of 2000. Salary and wage increases 

are routinely granted by USWC and do not receive automatic rate adjustments treatment. 

Offsetting such cost increases are the ongoing effects of access line and local recurring revenue 

growth, that Staff has quantified to add approximately $26 million to USWC’s Arizona pretax 

income in only six months time (Schedule C-1, line 15). Because costs and revenues are 

dynamic and change continuously and significantly between rate case test periods, it is 

unreasonable to allow a single type of cost to be singled out for automatic rate adjustment 

except in very special circumstances. It is important to maintain the balance and matching of 

test period regulation and not allow piecemeal regulation of selected cost items so as to 

recognize that growth in revenues will continue to be available to USWC to offset increases 

in wages, reciprocal compensation or other areas of the business. 
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Q. Is there another issue area in the Company’s proposed filing that is more deserving of special 

ratemaking or automatic rate adjustment than reciprocal compensation? 

Yes. USWC transactions with the new Broadband Services affiliate involve - - revenues to USWC for support services being provided this affiliate. The 

amounts of such affiliate transactions in the test period are quite large and volatile and the 

Company’s proforma ratemaking adjustments in this area were very tentative. In the first six 

months of 2000, revenues to USWC from this source have -, 

yet the Company has proposed no automatic rate adjustment for these transactions. Clearly, 

selection of only certain increasing cost elements for automatic rate adjustment, while ignoring 

other offsetting new revenue sources, can be very distortive of the Company’s ongoing revenue 

requirement. 

A. 

Q. What types of special considerations have been recognized by regulators to justify the adoption 

of piecemeal automatic adjustment clauses and rate adjustments between test periods? 

Where an extremely large cost or revenue item is truly not controllable by management and 

could adversely impact the financial stability of the business if not tracked into prices, 

automatic rate adjustments are used by some regulators. The most common examples are for 

fuel and purchased power expenses incurred by electric utilities and for purchased gas 

expenses for gas distribution utilities. These costs are very large components of the overall 

cost of service and are subject to competitive market price fluctuations that are largely outside 

the control of management. Even so, regulators in some states including Arizona have sought 

to carefully review and in some instances eliminate automatic fuel cost rate adjustment 

mechanisms for some of the same reasons USWC’s new tracker is objectionable. 

A. 

Q. Do the reciprocal compensation net costs faced by USWC represent extremelylarge, 

uncontrollable costs that threaten the financial stability of the business if not subject to 

automatic rate adjustment in Arizona? 
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No. While it is true that such costs will continue to vary in the fbture, as policy issues are 

resolved and contracts are negotiated, the magnitude of the costs does not rise to a level 

justifying rate tracking of the costs. Moreover, to my knowledge the Company has no 

automatic rate adjustment for such costs in its other state jurisdictions. 

Has USWC produced any estimates of its anticipated reciprocal compensation costs, so as to 

evaluate its claim that the costs are growing very rapidly are expected to be very volatile? 

No. In fact, in a recent dispute before the ACC over reciprocal Compensation for internet 

service provider traffic involving Sprint, the Company prevailed and such traffic was ordered 

to be compensated on a bill and keep basis, thereby reducing the Company’s exposure to 

increased reciprocal compensation.s The Company claims that it is impossible for it to forecast 

reciprocal compensation amounts that may be payable in the future. 

What do you propose with respect to the basic test period treatment of reciprocal compensation 

costs in lieu of Mr. Redding’s proposed automatic adjustment of hture rates for such costs? 

Adjustment C-30 includes in the test period the actual 1999 reciprocal compensation revenues 

and expenses that were recorded on the books, but then removed by USWC in its annualization 

adjustments. Upon Staffs inclusion of the actual 1999 amounts, there is no need for the 

separate line item adding $13.3 million to the calculated revenue requirement on Staff 

Schedule A and there is no need for future automatic rate adjustment for changes in this level 

of costs. In the event the Company presents compelling evidence in its rebuttal presentation 

in support of a different level of reciprocal compensation than was recorded in 1999 and that 

does not distort other test period relationships, alternative amounts may prove reasonable for 

consideration as part of the revenue requirement. At this time, the test period recorded values 

included by Staff represent the only known and measurable amounts that are consistent with 

8 Decision No. 62650 in Docket No. T-02432B-00-0026, June 13,2000 
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the other test period revenue and expense levels. According to the Company’s response to 

UTI 64-2 1 : 

The amount of reciprocal compensation expense during the test period 
is now known and measurable. The FCC may change the 
compensation arrangement for reciprocal compensation but the 
Company does not know if or when such a changes will be made. The 
reciprocal compensation docket has already been pending for several 
years now. The FCC’s February 25, 1999 decision is available at 
www.fcc.nov. 

Until issues are permanently resolved with respect to this issue, the Staffs adjustment to 

include test period actual revenues and expenses is the most appropriate ratemaking provision 

for reciprocal compensation. 

‘ 1 1 1  
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Q. 

A. 

What is the purpose of Staff Adjustment Schedule C-9? 

Many of the U S West affiliates that regularly transact business with USWC submit monthly 

billing for services they provide that are based upon estimates, subject to periodic true-up 

adjustment and revised billings. Since the true-up adjustments may occur and be booked 

outside the test period, or be recorded within the test period but affect months outside the test 

period, it is necessary to account for the true-up adjustments in a manner that properly matches 

costs with the test period. The purpose of StaffAdjustment C-9 is to recognize affiliate true-up 

adjustments in a manner consistent with the calendar 1999 test period. 

Q. 

A. 

Does the Company concur in the adjustments shown on Schedule C-9? 

USWC has proposed that all its expenses be annualized based upon a single month, December 

1999, multiplied by twelve. Staff rejects the Company’s proposed single-month test period 

and asked USWC to prepare all of the required normalization adjustments for the entire test 

year as if its single-month annualization were not employed. In its response to Data Request 

UTI 43-20, the Company provided the “adjustments not made” due to its December times 12 

approach, including this affiliate true-up out of period adjustment that is now proposed by 

Staff. I believe the Company recognizes the propriety of this adjustment in Staffs case, since 

Staff is utilizing a full 12 month test period. 

Q. Should this adjustment be made if the Company prevails in its December times twelve 

annualization position? 

No. However, the affiliate transaction expense amounts are not stated at reasonable and 

representative levels in December and other normalization adjustments are clearly required, 

but have not been made by the Company. 

A. 
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U S WEST INC. DISALLOWANCES 

What is the purpose of Staff Adjustment Schedule C-20? 

Adjustment C-20 represents a partial disallowance of U S West, Inc. (“USWI”)parent 

company charges for certain responsibility centers (“RCs”) that are allocated to USWC and 

its Arizona operations. 

What are the USWI parent company charges that h s  adjustment relates to? 

The parent company maintains a staff of administrative personnel that provide centralized 

services and allocates its costs to USWC and other affiliates such as U S West DEX, U S West 

Communications Services, U S West !nterprise America, U S West Wireless and other entities. 

These services include the following: 

Executive Management Human Resources Public Relations 

Treasury Tax Administration Financial Management 

Strategic Planning Benefits Administration Corporate Development 

Legal Accounting InsuranceRisk Management 

Legislative Regulatory Affairs Market Research 

Direct and overhead costs are accumulated into a series of RC’s in each USWI functional area 

and are charged or allocated among the subsidiaries of U S West Inc. based upon time 

reporting or certain relative-size-based allocation factors. Because it is the largest of the 

subsidiaries of USWI in the test period, USWC bears the majority of these allocated parent 

company allocated costs. 

What is the total amount of such USWI parent company charges included in the test period 

Arizona revenue requirement asserted by USWC? 
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A. Total actual test period recorded intrastate USWI charges total $1 0.4 million for headquarters 

billings on an Arizona intrastate basis (UTI 42-20). These charges are accumulated within 

approximately 75 individual RCs that charge a share of incurred costs to USWC based upon 

the presumption that the activities and costs in each RC are of benefit to USWC and its 

customers. However, a different and seriously understated level of USWI costs is embedded 

within the Company’s asserted revenue requirement, if the Commission adopts the Company’s 

one-month times twelve annualization of all expenses, based upon costs in December 1999. 

Q. How much USWI headquarters expense is included if the Company’s end of period non-labor 

annualization adjustment is accepted, over the objections of Staff? 

USWI costs are understated in the Company’s filing because of Mr. Redding’s flawed end of 

period approach because December actual US WI headquarters allocations to Arizona intrastate 

totaled negative $242,072. Since the Company multiplies December times 12 to annualize 

expenses, the result is an annual level of intrastate parent company headquarters costs of 

negative $2.4 million. However, since Mr. Carver sponsors a Staff adjustment to reverse the 

Company’s December-times-twelve non-labor annualization adjustment, the starting point for 

Staffs adjustment must be the recorded test period amount stated above. 

A. 

Q. 
A. 

How many dollars and RCs are addressed in Staffs proposed disallowance? 

Staff proposes the partial disallowance of charges from only nine of the U S West, Inc. RCs 

representing total charges of about $2.3 million and a disallowance of 50 percent or $1.1 

million. Thus, Staffs adjustment represents about ten percent of total parent company 

allocated charges to US WC’s Anzona operations. 

Q. Was the adjustment you propose approved by the Commission in the Company’s last Arizona 

rate case? 
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Yes. In Decision No. 58927 at pages 25 through 31, the Commission approved either 100 

percent or 50 percent disallowances for the USWI functions addressed in Schedule C-20. I 

have applied a 50 percent disallowance factor to all of the USWI functions in the current rate 

case. 

What is the reason for Staffs disallowance of the costs for the nine RCs at only 50 percent? 

The activities and allocated costs withm the subject RCs are not entirely without value to 

ratepayers, but should not be charged entirely to ratepayers for ratemaking purposes. So as to 

recognize that both shareholders and ratepayers receive some benefit from these activities, the 

costs are equally shared by placing 50 percent above-the-line for inclusion in revenue 

requirements. 

What are the reasons why 50 percent of these parent company costs should be excluded? 

In general, the activities and costs within the RCs listed in Schedule C-20 are not of tangible 

direct benefit to USWC’s regulated telephone business and its customers and should be 

partially retained by the parent company. This is because of the following basic principles: 

would be subject to disallowance if incurred directly by USWC, such as 
extraordinary compensation costs, portfolio management costs 
(mergers/acquisitions), large corporate aircraft expenses and extraordinary 
travel and entertainment expenses (UTI 53-1381 and 55-05); 

e Senior executive management and certain other costs of the parent company 

e The Company has not demonstrated any need for the extra layers of senior 
management contained within USWI, to which senior USWC management 
personnel directly report; 

e Strategic planning and corporate development costs at the parent represent 
costs of managing the portfolio of diversified holdings of USWI and include 
merger/acquisition costs that should be absorbed by owners of the business; 

e Senior executive management costs of USWI allocated to USWC were unduly 
concentrated in the test period, due to the corporate separation of MediaOne in 
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1998 and the resulting large allocations of such corporate costs to USWC in 
1999. This concentration is non-recurring due to the merger with Qwest. 

0 Public relations and legislative initiatives are of no direct tangible benefit to 
USWC customers and may reflect the desires and agenda of the shareholders 
rather than consumers; 

0 Cash management (interest) income of US WC and USWI is recorded below the 
line and is retained by shareholders, such that costs incurred to maximize such 
income should be partially borne by shareholders rather than ratepayers. 

0 Corporate contributions and the costs incurred to administer USWI’s 
foundation should not be included in regulated revenue requirements. 

The following testimony will elaborate upon the activities in the specific RCs that are partially 

disallowed by Staff, indicating how these principles apply to such activities. 

What is the nature of activities undertaken by U S West’s President and CEO in the test 

period? 

Mr. Sol Trujillo was the President and CEO in 1999. According to the confidential response 

to UTI 52-19, the President and CEO, ‘ 

~ ~ ~~ ~ ~~ ~ 

-.” In this capacity, the President and CEO has general oversight responsibility of 

USWC as well as the entire consolidated business enterprise in matters of policy or strategic 

importance (UTI 29-10). According to the organization chart effective during the test period, 

12 presidents and executive vice presidents of USWC and other subsidiaries directly report to 

the President and CEO (UTI 22-07, Attachment A). 

What percentage of the PresidenUCEO expenses were attributed to USWC in the test period? 

Because of its large relative size, compared to the other affiliated entities, USWC was charged 

about million percent of the allocable costs of this RC (UTI 49-03), which exceeded 
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A. 

Q. 

A. 

Q. 

in the test period. The Arizona intrastate share of such costs exceeds m million, as shown 

at line 1 of Schedule C-20. 

How many employees’ salaries, bonuses and expenses are included in these allocable costs for 

the President/CEO ’ s RC? 

According to the confidential response to UTI 50-14, there were total employees, 

including Mr. Trujillo, a manager of legal staff, and three administrative/executive assistants. 

The regular salaries in this RC totaled m million, while another m million in senior 

executive incentive compensation and million in other employee benefits also contribute 

to such costs (UTI 49-03). Also contributing to the large costs allocable from the 

PresidenKEO RC of USWI are professional fees of million and corporate aircraft 

allocated costs of million (UTI 49-03 and 53-06). 

Are most of the salary and benefits costs in the PresidentKEO attributable to Mr. Trujillo, 

rather than the other employees? 

Yes. According to public disclosures of Mr. Trujillo’s 1999 compensation in U S West, Inc’s 

SEC reporting, the salary component was $896,552, the bonus was $1,025,000, other annual 

compensation was $1 19,132 and restricted stock awards were $16,293,750. Footnote 

description of the restricted stock item states, “Mr. Trujillo was granted 300,000 shares of 

restricted U S WEST common stock as part of the August 1999 merger retention plan” while 

the response to Data Request UTI 55-5031 states, ff 

1’ was recorded in allocable USWI expenses. Total PresidenVCEO 

compensation costs allocated to USWC in 1999 totaled $= million, of which the Arizona 

intrastate share was million (UTI 55-0581). 

Was Mr. Trujillo retained as part of the Qwest post-merger executive management team? 
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A. No. Mr. Joseph Nacchio is the Chairman and CEO of Qwest Communications International, 

Inc. and he has announced a new top executive team that does not include Mr. Trujillo (UTI 

46-2 1). Prospectively, USWC will receive some relatively smaller allocation of senior 

management costs associated with the newly named Qwest executive team. 

Q. Is Staff also concerned that test period recorded President/CEO costs may include labor and 

expenses associated with the Global Crossing and Qwest merger discussions, negotiations and 

related activities? 

Yes. Costs of these mergers were to be retained by the parent company and not be charged to 

US WC or included within revenue requirements. However, the confidential response to Data 

Request UTI 53- 12s 1 indicates that Mr. Trujillo’s total reported time involvement in meeting, 

negotiating and securing board and shareholder approval for the sale/merger of his Company 

in 1999 was hours with respect to the Global Crossing merger agreement and only m o u r s  

A. 

with respect to the Qwest merger, 

~-. Other executives also reported quite low hours assignable 

to the two test period merger transactions. Staffs partial disallowance of the identified US WI 

responsibility center costs is intended to remedy the apparent under-reporting of merger labor 

time and expenses to the mergers & acquisitions fimction within the parent organization. 

Q. Are there unique attributes of the 1999 test period that caused overall USWI costs allocable 

to USWC to be increased, relative to other periods of time? 

Yes. Prior to June of 1998, the PresidendCEO costs were allocated among USWC and the 

Media Group entities that were controlled by U S West until the corporate separation of Media 

Group occurred. This caused a much smaller share of PresidentCEO costs and other RC’s 

costs to be allocable to USWC prior to June 1998. After the corporate separation occurred, 

USWI senior executive management costs became primarily allocable to USWC, due to the 

absence of Media Group support of such costs. However, senior executive management costs 

A. 
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in 2000 and beyond will again be spread more broadly across the consolidated Qwest business, 

of which USWC is a much smaller component for purposes of cost allocations. The 1999 test 

period is an anomaly in that U S West, Inc. was temporarily a smaller firm for only a brief 

period of time. 

Q. Did the Commission express any concern about the adverse parent company cost allocation 

impacts that may result from the Media Group corporate separation transaction in 1998? 

Yes. In Decision No. 61075 in Docket No. T-0105 1B-98-0104 the Commission approved the 

corporate separation of the Media Group and Communications Group and cited certain cost 

allocation concerns as follows: 

A. 

39. Staff also believes that there is a possibility that some additional 
costs may be allocated to or incurred by Anzona jurisdiction as a result 
of the proposed restructuring. Staff requested an estimate of total 
expenses to be allocated to the Arizona jurisdictional operations of 
USWCI for the first 12 months after the proposed separation to 
deternine if allocated costs will increase. The Company did not supply 
this information because it “...would require an extensive special 
analysis.” 

40. In response to Data Request STF-01-039, the Company indicated 
that “[ilt is not anticipated that additional costs will be allocated to 
Arizona as a result of the restructuring.” However, the Company also 
indicated in response to Data Request STF-01-038, that “[tlhere is a 
possibility that economies of scale related to some of the shared 
services currently provided by U S WEST, Inc. such as in the Legal, 
Tax and Audit areas could be impacted in the fbture.” 

41. In addition, U S WEST will incur significant separation expenses 
in conjunction with the proposed transaction which will be allocated to 
U S WEST and MediaGroup. While some of these expenses will be 
allocated to the Arizona jurisdiction, in response to STF 04-099, 
USWCI states that its share of these expenses will be recorded below- 
the-line for regulatory book purposes, and the company will not seek 
recovery of such expenses fiom ratepayers. 
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42. Nonetheless, when the responses of the Company are considered 
as a whole, it appears that the possibilities of increased or decreased 
allocations to the Arizona jurisdiction are about equal and have not 
been estimated at this time. These allocations should be examined in 
the Company’s next rate case. 

The shared corporate services provided by U S WEST, Inc. were clearly sub+ct to lost 

economies of scale as a result of the corporate separation in 1998. 

Q. Has the Company addressed this issue in its testimony or prepared any information to quantify 

the allocation impacts of the corporate separation so the issue can “be examined in the 

Company’s next rate case”? 

No. It appears that USWI allocated costs to Arizona have increased significantly from the 

earlier test period ended June 1998 to the updated test period ended December 1999. When 

the Company was asked to explain the increase in Data Request UTI 64-19, the Company 

responded: 

A. 

The allocated charges from U S WEST, Inc. for the 1999 test period are 
not comparable to the July 97-June 98 test period due to the split of 
Media One from USWI as of 6/13/98. The main reason for the increase 
in allocated charges is due to the transfer of executives, Treasury, 
Investor Relations, Audit and Benefits Accounting from USWC to 
USWI. Prior to the split, these costs were a direct cost of USWC. 
Post-split, these costs are allocated to USWC and other affiliates, 
through the headquarter allocation process. 

The Company failed to provide the “quantification of the monthly adjustments necessary to 

restate the recorded amounts for any abnormalities or other changes affecting comparability” 

that was also requested in this request. Absent restatement for the changes in scope of USWI 

operations mentioned in the Company’s response, it is not possible to conduct the examination 

of allocation impacts that was clearly intended from the Commission’s earlier order. 
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How did the overall USWI costs allocated to USWC change after the corporate separation 

occurred? 

In its confidential response to Data Request UTI 64-1 1, the Company stated, “On a percentage 

basis, USWC received a higher percentage of post-split corporate allocations because US WC 

represented a relatively larger financial entity as a whole in the U S WEST Inc. consolidated 

entity” and US WC provided the following confidential financial information quantifying this 

phenomena: 

USWI Corporate Costs Pre-Split Jan-June Post-Split July-Dec 

1998 1998 

$- $1111 - - 
rn rn 

Total Allocable USWI $ 

Allocated to USWC (all 14 states) 

US WC Percent of Total 

Is it reasonable to consider Staffs adjustment to disallow 50 percent of PresidentCEO and 

Executive Vice PresidenKFO costs to serve as an equitable adjustment for adverse allocation 

impacts fkom the corporate separation, as cited in the Commission’s earlier Order? 

Yes. In fact, all of the corporate functions included in Staffs adjustment were subject to 

increased allocation to USWC as a result of the corporate separation in 1998 and should now 

in 2000 again be subject to broader sharing upon closing of the Qwest merger. 

Another general reason you described for partial disallowance of parent company allocated 

costs is that such activities and costs may be considered portfolio management costs. Please 

explain what you mean by this. 

USWI executive management oversees a portfolio of regulated and non-regulated businesses, 

including wireless, data communications, long distance, publishing and communications 

hardware subsidiaries. Analysis and decision making related to management of this portfolio, 
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by merger, acquisition, asset sales or divestiture, are not appropriately included in the 

determination of regulated telephone company revenue requirements, since ratepayers do not 

participate in the market gains and losses or financial results of such diversified business 

activities. By way of analogy, if an institutional investor retained consultants to build and 

manage a portfolio of businesses, that investor would have no opportunity to charge his 

analysis and transaction costs to the businesses that are owned. However, because USWI is 

the owner of a regulated telephone subsidiary, it does allocate and recover the majority of such 

costs to USWC’s regulated operations. 

Q. Should USWI’s Strategic Planning and Corporate Development costs be partially disallowed 

as portfolio management costs? 

Yes. The Company routinely argues that ratepayers have no entitlement to the gain on sales 

of telephone exchanges. Moreover, shareholders rather than ratepayers realize the benefits of 

diversified business portfolio changes and the capital gains realized upon merger with Qwest 

or corporate separation from Media Group. At least a portion of the parent company incurred 

costs should equitably follow such benefits attributed to shareholders. 

A. 

Q. 
A. 

Why should USWI’s Vice President of Public Relations costs be partially disallowed? 

Costs associated with activities to enhance the public image and reputation of U S West are 

not of direct tangible benefit to USWC ratepayers and should not be included in the revenue 

requirement. However, a certain amount of media relations and corporate communications 

activity is unavoidable, such that a 50 percent disallowance provides some above-the-line 

support for these activities. 

Q. Why should retired officer support and U S West Foundation costs be partially disallowed? 
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There has been no showing by U S West that such costs are of any benefit to ratepayers. 

Nevertheless, in the event retired officers may be available as a resource of value to USWC 

when and if needed, a partial disallowance represents a conservative adjustment of such costs. 

Do the cash management activities of USWI produce any benefits to ratepayers? 

Yes. To the extent cash management efficiencies reduce the cash working capital requirements 

of USWC, regulated rate base is lowered. However, cash management activities also serve to 

maximize the returns on invested cash owned by U S West and such returns are retained for 

shareholders rather than being credited to ratepayers. For these reasons, a partial disallowance 

is appropriate. 

Why have you partially excluded the costs of legislative staff within USWI? 

As described in earlier testimony regarding public and legislative affairs activities, both 

ratepayers and shareholders may benefit, but the interests of shareholders are a fiduciary 

responsibility of management in dealing with public affairs issues. The costs of monitoring 

and attempting to maintain relationships and influence legislation are routinely disallowed by 

regulators. In this instance, a 50 percent disallowance provides some above-the-line recovery 

of costs to represent ratepayers’ interests regarding legislative and regulatory issues of 

concern, while increasing the likelihood that lobbying and support costs are not excessively 

charged to ratepayers. 
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FAIR VALUE 

Q. 
A. 

What is proposed by USWC with respect to fair value rate base? 

The Company has proposed that a 50/50 weighting of original cost and reproduction cost new, 

less depreciation (“RCND”) valuation of its Arizona plant investment be recopzed as fair 

value rate base. The Company’s proposed fair value rate base does not appear in Mr. 

Redding’s Supplemental Exhibit GAR-S1 because of the later filing date permitted for the 

updated RCND study evidence. However, according to the Company’s response to Data 

Request UTI 58-02, Attachment B, the estimated Arizona fair value rate base is approximately 

$350 million larger than the original cost rate base shown in Mr. Redding’s Supplemental 

Exhibit. 

Q. 
A. 

What rate of return is applied to fair value rate base in the Company’s filing? 

USWC has proposed that the same rate ofretum be applied to both original cost and fair value 

rate base. This approach causes the resulting revenue requirement to be considerably larger 

for the fair value rate base than for the original cost rate base. The Data Request UTI 58-02 

response, referenced above, indicates about $65 million in additional intrastate revenue 

requirement is caused by the “Fair Value” rate base valuation in excess of “Original Cost”. 

Notably, USWC offers no support for its proposed fair rate of return on fair value. 

Q. Does the Staffs methodology for determining the required rate of return on Accounting 

Schedule A represent a fair rate of return on fair value rate base? 

Yes. To the extent the valuation of rate base is increased to account for estimated fair value, 

a corresponding reduction in the required rate of return is necessary to recognize that the 

income required to meet investors’ requirements does not change when property valuation 

approaches are changed. Said differently, US WC creditors and shareholders don’t require 

more interest and dividend income or cash flow in fair value jurisdictions like Arizona, than 

A. 
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they require in other states. The business income required to attract capital on reasonable 

terms is the same, irrespective of the basis of property valuation. No bonus income is required 

or warranted by the Company as a result of its fair value. 

Q. Does Mr. Redding provide any capital structure or weighted cost of capital evidence that is 

consistent with his asserted fair value rate base? 

No. His Supplemental Exhibit GAR-S2 reflects a capital structure and cost rates that are 

identical to the conclusions in Mr. Cummings’ testimony. Mr. Cummings explains these 

capital structure and cost amounts set forth in Exhibit PCC-02 to be based upon, “...the fair 

return on book equity and USWC’s actual capital structure and embedded debt cost..”. Thus, 

Mr. Cummings’ recommendations are applicable to a book basis statement of invested capital, 

including book equity and debt capital balances used to derive the capital structure and cost 

rates, not larger fair value balances. 

A. 

Q. What return on book equity would result from acceptance of Mr. Redding’s proposal to simply 

apply Mr. Cummings’ recommendations to the larger fair value rate base? 

An additional $38 million of “Operating Income Deficiency” is produced under the Company’s 

fair value approach, as a result of applying Mr. Cummings’ rate of return recommendation to 

the higher fair value rate base. This has the effect of increasing the Company’s requested ROE 

of 14 percent to an equivalent authorized percent return rate on book equity of more than 19 

percent . However, neither Mr. Cummings or Mr. Redding have supported such a high rate 

ofreturn for equity investors, nor have they explained why USWC requires this additional $38 

million of Arizona net income. 

A. 

Q. Has Mr. Cummings prepared any studies, analyses, surveys, calculations, workpapers or other 

information supportive of the fair rate of return percentage that should be applied to USWC’s 

fair value rate base in Arizona? 
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According to the response to DataRequest UTI 58-05, he has not. It appears that Mr. Redding 

is solely responsible for the Company’s asserted rate of return on fair value rate base, rather 

than Mr. Cummings. 

Has the Staff calculated the required overall fair rate of return on fair value rate base? 

Yes. Staff Schedule A, at column E in line 2, reflects the required fair rate of return in order 

for USWC to meet its requirements to creditors and earn a reasonable return on its equity 

capital, based upon the testimony and exhibits of Mr. Stephen Hill. 

How did Staff derive the amounts shown as “fair value rate base” on Schedule B? 

Staffs calculation of fair value rate base is set forth on Schedule B. The fair value amount 

shown for U S West starts with the updated 1999 RCND estimates sponsored by Ms. 

Heller-Hughes, after correction of certain input errors (UTI 58-02). The Company’s total 

adjusted Arizona fair value rate base according to this response is $1,772,112,000. At line 12, 

column (C) of Schedule B, the Staffs total adjustments to original cost rate base are also 

applied to the fair value rate base. At line 13, an additional Staff adjustment to fair value rate 

base is posted, to reflect restatement for inconsistencies in Ms. Heller-Hughes updated study 

that are described in detail within the testimony of Staff witness Mr. Dunkel. 

Does the “fair value rate base” amount, as estimated by either USWC or Staff, have any 

relationship to the fair market value of the Company or its assets in Arizona? 

No. The actual value of the Company and its assets is not linked in any meaningful way to a 

50/50 weighting of reproduction cost and original cost of rate base assets. 

Does this conclude your direct testimony? 

Yes. 
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BEFORE THE ARIZONA CORPORATION CoklPn-ationComdshn 
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Commissioner 
DALE H. noEm 

Commissioner 

IN W E  FATTER OF THE cOMHISSION'S  1 DOCKET NO. E-1051-86-252 
COMPLAINT AND ORDER TO SHCw CAUSE 1 
A G A I N S T  M I U N T A I N  STATES TELEPHONE ) DECISXON NO. 
AND T a n C R A P t I  COIIPAHY REGARDING ) 
THE RIBLISPING ACREEIIENT. 1 ORDER 

OPPI llEETXNG 
June 8 ,  1988 
Phcenix, Arizona 

B Y  THE COHHISSION: 

O n  October 8 ,  1987# t h e  Acitona Corporation Commissiol 

( C o m m i s s i o n )  e n t e r e d  Decision No. 55755 which dec lared  t h a t  t h c  

t r a n s f e r  of Yellw Page a s s e t s  from Mountain S t a t e s  Telephone anc 

Felegraph Company { N o u n t a f n  B e l l )  t o  U.S. West Direct was voit 

*cause nountain Bel l  had not  camplied w i t h  t h e  provis ions  of 

4 . R . S .  S 40-285. 

On December 1 5 ,  1987 Mountain Bell then f i l e d  a n  a c t i o n  i i  

:he Superior  b u r t  of Arizona (No. CV 87-33850) challenging 

:ommission Decision No. 55755.  Subsequent t o  December 15 ,  1987 

fie parties have entered i n t o  s e t t l e m e n t  d i scuss ions  concerning 

.he s t a t u s  of Mountain Bell's Yellcu Pages asseta. As a reeult 

if these se t t lement  discussions,  t h e  parties have agreed t o  tbe 

ecms and condi t ions  as set  f o r t h  i n  Exhib i t  No. 1 t o  resolve 

o n t t  werted p s i  t ions.  

Based upon t h e  Settlement Agreement, t h e  Commission enters 

h e  fol lowing Findings of Pact&, Conclusion of Law, and Orders. 
. .  
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E-1 051-86-252 

FINDINGS OF PACT 

1. The Mountain S t a t e s  Telephone and Telegraph Company f 

a publ ic  se rv ice  corporation a s  defined i n  A r t i c l e  15 Section 

of t h e  Arizona Const i tut ion and was issued Cer t i f i ca t e6  o 

Convenience and Necessity by t h e  Arizona Corporation Commission. 

2 .  On October 8 ,  1 9 8 7  t h e  Commi6sion en tered  Decisio 

NO. 55755  which declared t h a t  the t r ans fe r  of Yellow Page6 a s se t ,  

from Mountain B e l l  t o  U.S. West Direct was vo id  because thc 

:ompany did not comply w i t h  the  provis ions of A.R.S. S 40-285. 

3. On December 1 5 ,  1 9 8 7  Mountain Bell f i l e d  an  action i i  

:he Superior Court of Arizona challenging Commiesfon Decfsioi 

Io. 5575s.  

4 .  The Commission and Mountain Be l l  e n t e r e d  i n t o  d 

e t t l e m e n t  Agreement intended t o  resolve the a c t i o n  f i l e d  by 

lountain B e l l  in t h e  Superior Court. 

5 .  The Set t lement  Agreement i s  j u s t  and reasonable and ir 

n t h e  best i n t e r e s t  of t h e  public. 

C D N a U s I O R S  OP LAW 

1- The Comiss ion  has j u r i s d i c t i o n  pursuant t o  A.R.S. 

40-252 t o  en te r  an Order i n  t h i s  mat te l .  

2. The Set t lement  Agreement a t tached  he re to  a s  Exhibit 

0. 1 is intended t o  resolve disputed issue8 ra i sed  f n  Commission 

ec is ion  No. 5 5 7 5 5  and Superior Court ac t ion  No. CV 87-33850. 

3. The Coaziss ron  h a s  a u t h r r i t y  pursuant  t o  A.R.S. 

40-252 t o  mend Decision No. 55755. 

. .  

. .  

. .  

- 2 -  Decision NO. 5 6 0 1 Q  
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ORDER -- 
THEREFORE, I T  IS ORDERED t h a t  each p r o v i s i o n  Of th 

S e t t l a e n t  Agreement a i tached hereto a s  E x h l b i t  No. 1 is approve 

and adopted. 

IT IS FIJRRTI1ER ORDERED t h a t  Commission Decision NO. 5 5 7 5 5  i 

hereby amended t o  r e f l e c t  the terms and condi t ions of Exhibi 

No. 1 .  

IT I s  R)RTHER ORDERED t h a t  the  terms and condi t ions o 

E x h i b i t  No. 1 supercede  any i n c o n s i s t e n c y  w i t h  Decisfo 

KO. 55755 .  

IT IS FURTHER ORDERED t h a t  t h i c  Order she l l  become effectivc 

immediately 

B Y  ORDER OF THE ARIZONA CDR#IRATION cOHHISSION. 

IN WITNESS WHEREOF,  I, JAMES MATTHEWS, 
E x e c u t i v e  S e c r e t a r y  of the A r i Z O n l  
Corporation Commission, have hereunto set oy 
hand and caused the o f f i c i a l  seal of thf i  
Commission t o  be af f ixed  u t  the Capitol i r  
:'e$ of Pho;nix, t h i s  0 day 

3 988. 

v 

rc- ,<7 c //' w Execu t ive  Secretary 

I ss 

- 3 -  Decision No. s & o m  
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mls agrcemrnt is altered into this & b y  of &SI 1988 bet- 

the ~ I Z O M  c o r p r d t i a i  (%nmission ( " C ~ ~ ~ ~ s s i o n " )  a d  The ).buntam States 

& %leggraph -ny ( " m t a i n  Be l l" ) .  ?he pxties agree as 

follcus: 

1. QI October 8 ,  1987, the Qmnissicri entered Cecisicn No. 55755 

diich t f ~ ~ l i ~ r t ~ l  thiit thc transfer of Ycllw Pages assets f m  

Mcwntaln Ucll t o  U S Wcst Direct ("USWD") was void because the 

provisions of A.K.S. 5 40-285 :lad not been Cmvlied with by 

kuntain @ell. 

2. Ch December IS, 1967,  Irbuntain Be11 f i l e d  an act im in the 

Supcrior Court of A r i z m  (No. CY 87-33850) cbllenging 

Carmissim Ikcision No. 55755. 

'%e parties desire to settle the issues relating t o  the 

transfer of Yellw Pages assets f m  Irbuntain 9ell to USWD m 

the follcvirtq basis: 

(a )  

3. 

4 k m t a i n  D e l l  agrees t o  dismiss AEtion N3. CN 87-33850 

and to take ria further act im t o  challenge the $5,000 

fine assessed in kisiar No. 55755. 

For purpxes of this settlenrnt lard not as an a&nissicn 

by lilbuntain Eel1 that thc onmission has jurisdiction 

Over the Yellcw Pages asset transfer or an admissim 

the f Z r r . ~ s s x n  t?nt it does not bve ?iLtrsdiC,;.cn over 

the Yellcw Pages asset transfer) the parties agree that 

the transfer of Yelim Pages assets fran -tab Bell to 

USWD w i l l  be accepted by the parties as valid a d  the 

Qmnissicn w i l l  take no further actim to challenge ttmt 

(b) 

FXIlIBIT M. 1 

http://iLtrsdiC,;.cn
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transfer. 

?hat includtd in kamtsin Bell's 1984 rate case (which i s  

basis for rates currently char@ the ratepayers) 

(c) 

were the fees received f m  U W  urder plblishing 

.Iqrccmntr, with USWD; thit in future rate cases filed by 

nwtt.lill k.11, ttr Ccrmrissicn, i n  arriving at tfre test 

y a r  qU?rdtlIx;l incow of - b i n  Be l l ,  w i l l  acnsider fbz 

fct-s and the value of services received ky &ambin Bell  

f r m  USWD under plblishing agrements with USWD; that 

- b i n  Bell  a d  the Camnrssaa Staff m y  present 

evideno? in suffort of or m amtradictian to those fees 

ard the value of those services. &amta&n Bell ard the 

m s s r c n  a q r e  et in -subseqwnt-rate cages damward 

adpstments f m  the 543 n u l l x m  in fees received bf 

~ 1 1 1  fnm USwD and includcd in &amtam Bell's 

1984 rate casc w i l l  require m r e  than a shwing by 

m t a i n  &11 that it negotiated a lesser ancunt with 

USWD. 

Ptxrntain Bell agrees that m subeqwnt hamtam Eel1 

rate cases the Qmrussim w i l l  be pmvrQd with 

reaxnable access to the financial records of USwD 

(hereinafter "USWD" includes any U S West s u b s i d w  or 

aff i l ia te  . d e  a party to the   list&^ a-t or a 

suaxssoz to tbe directory plb3ashmg acttvftres an 

behalf of Wuntain Bell) for the ~urpose of verifying the 

amxnt of fezs received by -tam E e l 1  frcm trjwD m5er 

publishmg aqreemmts wrth USWD a d  the ~ l u e  of swices 

(dj 

-2- 
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air3 rclcttcd s u w r t i r q  documnts. Further, if t k  

records of USWD are rot maintained 01 a basis canparable 

to that of a regulated util ity,  m a i n  &ll agrees that 

the m i s s i o n  will be provided with any available 

accxxlntmg records reanciling or relating the fees d 

the value of s e ~ i c e s  received by -tarn Bell frm USwD 

- iudcr pbr'shirj arJFem5nts w l t h  oswo to theaaGi-1- ---- - -_ 

hsis of a m t i n g .  

m t a i n  &11 agrees that LlswD w i l l  subnit written le) 

ccnfixnnticn to the Qrmissian that it will -ate 

with - b i n  &11 i n  its fulfillmnt of sutrparasraph 

3(d) .  

4. Ihe parties agree that k i s i c n  NO. 55755 w i l l  be amended to 

reflect this settlement. 

I t s  Attorney 

-3- 
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Arizona 
Docket No. T-1051B-99-10s 
UTI UTIO2-UTI007 

INTERVENOR: Arizona Coqoration Commission Staff (Utilitech) 

REQUEST NO: UT1007 

Please provide a complete copy o f  the internal documentation employed by USWC 
to inform external relations personnel of Company policy regardins the 
allocation/assignmelt of labor and other costs above-the-line versus 
below-the-line for lobbying activities. 

RESPONSE : 

Attachment A contains a copy of the March 2 7 ,  1998 training packet which 
instructs employees on the procedures for cross cnarging time for lobbyins 
and non-lobbying expenses. 

Reed Peterson 
Manager - Public Policy 
3033 N. 3rd St. Rm. 1001 
Phoenix, A 2  85012 
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.IO5 
UTI02- 007 
ATTACHiMENT: A 

M E M O R A N D U M  

DATE: May 6, 1998 

TO: 

FROM: Mike Paradis 

RE: Cross Charging Lobbying Efforts 

Jim Smiiey, Wayne Allcott, Scott McCleIlan, Kevin 
Smith 

iv4 
One of the more tedious activities that you and your team have to contend with is the 
cross charging of lobbying time. 

Carla Fewkes in the Idaho Public Policy office recently completed a training packet for 
the Northern region on this subject. The packet clarifies some of the issues and 
processes around lobbyist cross charging. Carfa suggested that you might want to get a 
copy of the matenai for your review and potential use. If you decide to share this with 
your staffs, Caria is comfortable taking calls with questions on it. 
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Marcn 27, 1998 

MEMO TO: 
Northern Region State VPs 
Northern Region PA Contacts 

From: 
Carla Fewkes 
Idaho Public Policy 
Tei. No. 208 385-2563 
email :  ciewkes@uswest.com 

RE: Revised Training Packet for Cross Charging Time for Lobbying 
and Non-Lobbying Activities 

Thank you for your feedback on the originai training packet distributed March 2- 
As a resuit of your input, Attachments A and 8 have been revised to reflect the 
correct account code for Direct Lobbvina Activities. Please review these 
attachments. Please redistnbute the updated training packet. (Note: 
Attachment F - Payroll Training Package is not being redistributed, if you want a 
c ~ p y  please keep the original Attachment F.) 

I have enclosed, for your information, material which explains Account Code 
7370. This infomation can b e  found on the Finance homepage of the intranet. 
Questions regarding the Lobbying codes can b e  directed to Andrew Kaser, Tax 
Dept., 303 740-2902. 

Another issue that has been raised is the need for daily time reporting (weekly 
time reporting was on our wish list). The not-so-good news - we still have to 
report time daiiy (bummer). The better news - Payroll is working on an intranet 
web site for time reporting. 1 wiil share information regarding the site as it 
becomes avaiia bl e. 

Once again, thanks for your support. I reaily appreciate your input, 
comments and suggestions. 

Keep up the GREAT worki 

2 
Encfosure 

cc: Sue Euser  - Public Policy 
Andrew Kaser - Tax DeptLobbying 
Mike ParadidSue Weihe - Human Resources 
Pat Quinn - Public Policy 
Barbara Taylor - Payroll 
Ed Tobin - Pubiic Policy 

mailto:ciewkes@uswest.com
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ACCT. 7f70, 
SPECIAL CHARGES 

7370.31 

Inc ludes  work a?.d c o s t s  s s s o c i a t e c  with:  - Advocating The Ccrnpany's F o s i t i z n  t o  F e d e r a  and S t a t e  
public officials.  Typica l  a c t i v i t i e s  include:  - Appearing b e f o r e  members of Congress,  s u b m i t t i n g  

s t a t emez t s  t o  members of Congress, and o t h e r  
communications w i t h  members of Congress ,  wi th  t he  
s p e c i f i c  p u r p s e  of  advocacing t h e  Company's position 
on pending l e g i s l a t i o n  

- Prepari-g ana p r e s e n t i n g  the  Company's case cn penair-q 
l e g i s h i i o n  t o  a l e g i s l a t o r  o r  s t a f f  member w i t h  t h e  
express  purpose of  advocat ing t h e  Company's F o s i t i o r ,  c:: 
t h a t  l e g i s l a t i o n  

- Answering an in fo ,nar ion  r eques t  from a l e g i s l a t o r  or 
s t a f f  =ember w i t h  t h e  s p e c i f i c  purpose  o f  advoca t ing  
t h e  Cozpany's p o s i t i o n  on pending l e g i s l a t i o n  - Communicating w i t h  me.&ers of  any s t a t e  l e g i s l a t i v e  
body, S a t  on ly  wnen the  communication p e r t a i n s  t o  
m a t t e r s  o f  t h e  r e s p e c t i v e  s t a t e  l e g i s l a t u r e  and t h e  
express  purpose of t h e  communication is t o  advoca te  t?.e 
Company's p o s i t i o n  on pending s t a t e  l e g i s l a t i o n  

t h e  express  p u q o s e  o f  advoca t ing  t h e  Company's 
p c s i t i c n  on s p e c i f i c  wording in a pending  b i l l  - Providing suppor t  for a l l  Acct . 7370.31 funcz ions  

- H0stir.g a meal for a l e g i s l a t o r  o r  s t a f f  member w i t h  

Cost Consideration: 
- Employees w n o  p e r f o m  o r  suppor t  d i rec t  lobby ing  f u n c t i o n s  

must Excegtion Time Report  the i r  t i m e  and  expenses  t o  Accz. 
7370.31. This a p p l i e s  t o  employees who spend at l e a s t  one 
hour i n  a ca lendar  c a y  on d i r e c t  lobbyinu  a c r i v i t i e s .  See 
t h e  Gsneral  i s f o r m a t i o n  i n  t h e  f r o n t  of t h i s  SECTION for 
Exception T i m e  Reporr ing informat ion .  

When s t a t e  l e g i s l a t u r e s  are i n  s e s s i o n ,  100% of a s t a t e  
l o b b y i s t ' s  t i m e  ana  expenses  a r e  assumed t o  b e  f o r  d i rec t  
lobbying f-nccions a n a  should  be a s s i g n e d  t o  Account 
7370.31. T i m e  ana expenses  spent  on other z c t i v i t i e s  nus= 
be Except icn Time Reported t o  o t h e r  .%counts. 

When s t a t e  i e g i s l a t u z e s  are o u t  of s e s s i o n ,  100% o f  a s t a t t  
l o b b y i s t ' s  t i m e  and expenses  a r e  no l o n g e r  assumea t o  be 
f o r  direcfi lobbying and should be s s s i g n e c  t o  a 
non-iobbyizg P . ccoun t ( s ) .  Lobbyiscs must Except ion  T i n e  
Reporc t ine and expenses  t c  Account 7370.31 wnen perf0rmir.q 
d i r e c t  lobkcyizg 3 m c c i o n s .  

Exclusion: - For communicating w i t h  and appear izg  b e f o r e  r e g u l a t o r y  
bodies i n  connection w i t h  r e p o r t i n g  t h e  Company's e x i s t i n g  
o r  proposec o p e r a t i o n s ,  s e e  Accc. 6722.9. These t y p e s  of 
a c t i v i t i e s  inc lude :  - Reviewing e x i s c i n g  or pending l e g i s l a t i o n  - Prepar ing  and p r e s e n r i n g  informar ion  for r e g h l a t o r y  

3/19/98 9:lO A 
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purposes, inclucinq r z r i l f  ana service cost filings - Obtaiczng raaio licP3ses and CCnsrT"tz1Cfi FerPzcs 

GRASSROOTS LOREYING 
01-Oi-96 (SPCL CBGS-LBYNG-C'iASS~OCTS) 

7370.32 

Inclcces w o r k  z?.d casts associated wick: - Advocatizg the Corrpany's positicn t o  the publ ic  with 
respect ts leqislacicc, referezca, or or=inances. Typical 
activities include: - Communicating wit:: media qroups, business interest 

groups, U S hiEST c=scomers, members of state 
goverraental bodies, social and ccrrmtlnity groups, and U 
S WEST employees and retires to encourage suF:cort far 
legislation, referenda, o r  ordinances - Preparing and p r i n t i n 9  specific stiltenents cr pamphlets 
addressed specifically to the legisittive program 
urginq shareowners, media qroups, business interest 
groups, members of state goverrmental bodies, social 
and cc.munity groups, U S WEST custcmers, enployees, c z  
retirees to write to Conqress - Conduccing employee meetings or seminars that present 
inforicaticn with :he specific pur-,ose of advocating :?.e 
Company's position tc its employees with regard to 
legislative issues or pubiic officials - Pollinq public opiaion regarding poiltical issues or 
candidat es - Providing support for all Accz. 7 3 7 0 . 3 2  functions. 

Exclusion : - For commucicating with and appearing before regulatory 
bodies in connection with reporting the Company's existing 
or proposea operations, see Account 6722.9. These types of 
activities include : - Reviewing existing o r  pending legislation - Preparizg and pzesenting infomation f o r  regulatory 

purposes, including tariff and service cost filings - Obtainrng radio licenses ana construction permits 
Cost  Considaratlon: - Employees wno perform or support grassroots lobbying 

functions must Exception Time Report their time and 
expenses ts Acct. 7370 .32 .  This applies to employees who 
spend at least one hour i n  a caienaar day on grassroots 
lobbying acrivities. See the General infomation ~n the 
front of this SECTION f o r  Exception Time Reporting 
information. 

POLITICAL ACTION CaMMLTTEES AND CoNTxIifilTIONS 7370.33 
01-01-96 (SPCL CXGS-LBYNG-FACS/CONTRBNS) 

Includes work and costs associated with: - Establishicq, adminisrering, and operating Political Actioz 
Committees. Typical activities include: - Soliciting PAC contributions - Serving as+ member on PAC Committees - P r o c e s s i n g  PAC payroll deductions - Preparing PAC reports in accordance with Federal and 

State laws - Providing s-pport for all ACCK. 7 3 7 0 . 3 3  fznczions. 

Exclusion : - For an ernplayee who perfonns work i n  support of Union PAC 
activities, use the employee's norrnally asszgned Accounts. 

Cost  Considerac-on: - Employees who perform o r  supporr political actio2 functions 
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nus t  E:cceptior, Tiz.e ?=par= c?.eiz crme and exqenses 'CD Acc:. 
7 3 7 0 . 3 2 .  ??,is a p p l i e s  to enpioyees  wno spenc a: I s a s t  cr.e 
hour i?. a c a l e n d a r  c a y  o n  F o l i t i c a l  a c t i c n  a c z i v i t i e s .  See 
:he Gsneral  i z f o r z a t i c n  in t h e  frcnt o f  t h i s  SECTTON for 
Exception Time 3eporcinq iF . forsa t iDn.  

7370.34 DIRSCT LOEE'LZXG - L O W  CCLUCIL CR W-2NING BODY 7370.34 
01-01-C6 ( S ? C L  CXGS-12r'ltIG-LCL CX/GOV Ea) I 

1 
I 
I 
I 
1 

1nclE:des work ar.d coscs a s s o c i a t e &  w i t h :  
- Advocacirq che Cc~cazy's p o s i t i o n  t o  local public o f f i c i a l s  

or governing bo&es (including any ind ian  TziSai Counci l  o r  
o t h e r  qoverninq b c c y )  with r e s u e c c  t o  l e g i s l a c i o n ,  
r e fe renda ,  ar c r c i n a n c r s ,  h t  o n l y  when :he work o r  c s s c s  
p e r t a i n  to mat ters  c f  =?,e r e s p e c t i v e  l o c a l  c o u n c i l  or 
goverr.inc k o d y .  T y p i c a l  a c c i v i c i e s  inc lude :  

- Anpearing be fc re  nenke r s  of  a l o c a l  counc i l  or 
governinq body, submiczing s t a t e m e n t s  to members cf a 
l o c a l  c s u n c i l  or coverr. ing boay, and o t h e r  
: smun ica t i cns  wi t? .  me.wers of a l o c a l  c o u n c i l  or 
governing bcdy - Prepar izg  ana p r e s e n t i n q  the Company's case on pending  
l e g i s l a t i o n  t o  a i o c a l  c o u n c i l  or qoverr.ing body me.?rber 
f o r  t he  express  purcose  of  aavoca t inc  t h e  Ccmpany's 
posiczon on tkat i e g i s l a t i c n  

- Answering a= izfc,-.ation r e q u e s t  f r o m  a locai c o u n c i l  
o r  5cverr.inc body r.e.?rber w i t h  t h e  s p e c i f i c  Furpose o f  
advoca t ing  :?,e Ccnpany's  p o s i c i o n  on pending 
l e g i s k c i o n  

- H 0 s t i r . c  a meal f o r  a l c c a l  c o u n c i l  o r  goverr.inc bccy 
me-mber w i t h  t he  e x p r e s s  purpose  of aavocacinq che 
Company's pos i c i cn  on s p e c i f i c  wording i n  a pending  
b i l l  

- ? r o v i d i c c  support f o r  a11 .kc=. 7370.34 func t ions .  

Exclusion : - For  c o m u n i c a t i n g  w i t ; ?  and a p p e a r i z q  be fo re  r e g u l a t o r y  
bodies  ir, connect ion w i t h  r e p o r t i 2 5  the  Company's e x i s t i n q  
o r  proposed ope ra t ions ,  Acccunt 6722.9.  These types  o f  
a c r i v i t i e s  include:  - Reviewing e x i s c i n q  or Fending l e u i s l a t i o n  

- Prepar ing  and p r e s e n t i s g  i n f o m a t i o n  fo: r e g u l a t o r y  
p u r p s e s ,  i n c l u c i n c  cariff and s e r v i c e  ccsc  f i l i n g s  - Obtaining r ad io  l i c e n s e s  ana  c o n s t r u c t i o n  p e r n i t s  

Cost Considera t ion :  
- Employees wno perform o r  s u p p o r t  l o c a l  counc i l  o r  g o v e m i n c  

body lobbyizg f u n c t i c n s  must Except ion T i m e  Report  t h e i r  
t i m e  and expenses to A c c t .  7370.34. T h i s  a p p l i e s  t o  
employees %no spend a t  l e a s t  one hour  i n  a c a l e n d a r  day  on 
l o c a l  counc i l  o r  govern ing  body lobbying  ac t i - J i t i es .  See 
t h e  General  i n f o m a r i o n  i n  t he  fronr:  o f  t h i s  SECTION for 
Exception T i m e  2eporciEq info-mat ion .  

U S WEST COMMUNICATIONS. INC. 
C O N F I D M A L  - DISCLOSE AND DISTRIBUTE SOLELY TO 

U S WEST EMPLOYEES HAVING A NEED TO KNOW 

ISSUE DATE: 0 1-0 1-96 

,--___---_- - - - - .- . ~_-__I___________ ____ - - . - - - - -. 

Last Updated July 1, 1997 

01996. 1997 U S WEST Communications 
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Revised 3/98 
(Attachments A and 8 Update) 

“How To Cross Charge Time for 
Lobbying and Non-Lobbying Activities” 

Here it is, the lona awaited package for Cross Charging Time for Lobbying and 
Non-Lobbying AGvities. I hope you find this information useful. If you have 
questions on this packet, please call Carla Fewkes 208 385-2563. For general 
payroll questions, please contzct Payroll 1-800-636-901 1, option 1 

Backaround fnfomation 
(aka. stuff you probably already know but here is a review just in case) 

State Lobbyists 
Time reporting for state lobbyists is reported as either “in session” or ‘out 
of session.“ When legisiatures a re  “in session”, state  lobbyists initiate 
account code changes so their time will b e  directed to lobbying codes. 
When legisfatures are  “out of session”, state lobbyists initiate account 
code chanaes to change their time to non-lobbying codes. (i.e., regular 
time). (NOTE: For instructions on changing account codes for lobbyist, 
please contact Human Resources.) 

‘‘In Session” Guidelines 
While using “in session” lobbying codes, time spent  on non-lobbying 
activities must be  “exception time” reported. Time off, such as 
vacation, iilness, PDP, etc. can be reported using the EZ Touch 
System. HOWEVER, if more than one hour per dav of work time is 
spent performing non-lobbying activities, this time must be cross 
charged to  non-lobbying codes using RG07-0050. Non-lobbying 
work activities must be reported on a daiiv basis . (The EZ Touch 
system cannot be used.) 

“Out of Session” Guidelines 
While using “out of session“ non-lobbying codes,‘work time spent on 
lobbying activities must be “exception time“ reported. Time off, such 
as vacation, iilness, PDP, etc. can b e  reported using the  EZ Touch 
System. HOWEVER, if more than one hour D e r  dav of work time is 
spent performing lobbying activities, this time must be cross 
charged to lobbying codes using RG07-0050. Lobbying work 
activities must be reported on a dailv basis. (The €2 Touch system 
capnot be  used.) 

Non-Lobbying Employees Who Perform Lobbying Work Activities 
If a non-lobbying employee spends more than one  hour Der dav  
performing work activities that are related to lobbying, their time must 
cross charged to lobbying codes. Lobbying work activities must  be 
reported on a dailv basis using form RG07-0050. (The €2 Touch system 
cannot be used.) 

\ 

Revised 3/98 
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Arizona 
Docket No. T-1051B-99-105 
UTI UTIOZ-UTI008 

INTERVENOR: Arizona Corporation Commission Staff (Utilitech) 

REQUEST NO: UTI008 

Please provide an organization chart for the Arizona Public Affairs 
organization and written position descriptions in as much detail as exists 
for each employee therein. 

RESPONSE : 

There are two empioyees within the Arizona Public Affairs organization. 
are the Public Affairs Director and Administrative Assistant. Position 
descriptions for these two employees are contained in Attachment A. 

They 

Reed Peterson 
Manager - Public Policy 
3033 N. 3rd St. Rm. 1001 
Phoenix, A2 85012 
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DOCKET NO. T- i 05 1 B-99- IO5 

ATTACHiMENT: A 
UTIOZ- 008 

Incumbent Name 

Busineso Unit: 

SSN: 

PusitIan Reparts !e 

Completed B Y  

Slab Publlc Po!ccy Crg. 

State Vlcs President 

Review By: Mik Meno Ode: 

Approwd BY: Oat& 

Summares in one paragraph the primary pvp- of this porim. 

..... 
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Arizona 
Docket No. T-1051B-99-105 
UTI 07-026 

INTERVENOR: Arizona Corporation Commission Staff (Utilitech) 

REQUEST NO: 026 

(Ref. USWC's response to UTI 4-35) Please provide complete, detailed position 
descriptions for the following positions within the Public Poiicy 
organization: 

a. Executive Vice President-Public Policy, Human Resources and Law 
b. Vice President - Arizona 
c. Vice President - Public Policy Staff 

RESPONSE : 

U S WEST is in the process of gathering the requested information, which will 
be provided as soon as possible. 

Su~wlernental ResDor?se: 05/ 06/99 

a. The Executive President-Public Policy, Human Resources and Law 'nas 
executive responsibility for U S WEST's Public Policy organization, Human 
Resources organization and Law Department covering all fourzeen staces and 
Washington, DC. 

b. The Arizona Vice President-Public Policy has responsibility for 
developing, integrating, advocating and executing Public Policy strategies, 
activities and initiatives within Arizona while ensuring that such efforts 
support the achievenent of U S WEST's corporate objective and goals. 

c. The Vice Presisent-Public Policy Staff has executive responsibilities for 
the centralized Public Policy Staff organization in Denver, ColoraEo. 

Sue Weihe 
Human Resources Operations Manager 
1801 California St., Fa. 4750 
Denver, CO 80202 
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Arizona 
Docket No. T-1051B-99-105 
UTI 23-010 

: Arizona Corporation Commission Staff (Utilitech) 

REQUEST NO: 010 

?lease provide cogies of detailed position descriptions for all of the 
persorael within t'ne Vice President Public Policy Staff's organiz-"' ailon, 
ir,cluding but not limited t o  those personnel responsible for wholesale 
advocacy, retail eEvocacy, legislative advocacy, PAC and pioneers activities. 

RESPONSE: : 

Please see Attac:ur.ent A which provides detailed position descriptions € o r  all 
of the personnei within the Vice President Public Policy Staff's 
organization. Attachment A also includes those personnel responsible for 
wholesale advocacy, retail advocacy, legislative advocacy, PAC and pioneers 
activities. 

Sue Weihe 
Human Resources Operations Manager 
1801 California St., Rm. 4750 
Denver, CO 80202 
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Date: 22 oct 97 

ARIZONA 
DOCKET NO. T-0 105 1 B-99-0 I05 
UTI023- 010 
ATTACHMENT: 4 

JOB CATEGORY: REGULATORY 

JOB SUB CATEGORY: 

JOB TITLE: 

PUBLIC POLICY (09.30) 

Director - Public PoIicv 

SALAXY GRADE: 010 

POSITION TITLE: Director - Public Policv MJES: DO93097 

u -  



Appendix MLB-3 
Page 7 of 23 

I 
I 
I 

U S Wesf Communications 

Director Job Description 

Director Grade -€- OlU Director DJE Number BH&& @7 
Position Tltle: Director-Public Policy J Date: ml91 
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Incumbent Name Ray Trankie 

Business Unit: Small Business Services 

SSN: 

Position Reports to: Sol Trujillo - Vice President & General Manager-SBS 

Completed BY: Pam Zandler Date: 2/7/91 

Review BY: Pam J. Zandler Date: 2l21l91 

Approved BY: Sol Trujillo Date: 2/21/91 

Summarize in one paragraph the primary purpose of this position. 

This position is responsible for S8S Involvement in the legislative, regulatory and public policy arenas. Analyzed 
state and federal legislative issues as they relate to SBS. Position initiates legislative policy a s  required and interacts 
with U S WEST state and federal lobbyists. Monitors. advises and is involved with multi-state IegUlatOry actnnty and 
its impact on SBS. Works closely with the Market Mangers to ensure market objectives are considered in state 
regulatoryflegisla~~public policy ac+Mes. 

RESPONSIBILITES: lnorder of importance, list this position's main functions. Indicate percent of tlme spoent 
on each (round to the nearest 10 percent). 

1; 

2. 

3. 

4. 

5. 

Analysis. review and advice on pertinent state and federal legislation that could impad the business climate for 
SBS. This includes review of proposed legislation; determination of impact; suggestions for changing, 
opposing or supporting the legislation and working with state public afhirs groups and the corporate office of 
public policy to advise on appropriate action. 

Interfaces with Market Managers, Product Directors to ensure marketing issues are considered in regulatory, 
legislative and pubiic policy arenas. Will speak for the Market Managers and Product Managers of S8S in 
dealings with the MIG and Corporate Pubic Policy group to ensure continuing support of the market unit 
concept and SBS goals and objectives. Provides direction and coordination to resotve conflict in the legislative 
and regulatory arenas to ensure consistency with in the fourteen state operating region. 

Develops SBS strategies in support of AFOR to provide pricing and market fkibiliity in all fourteen states. The 
objective is to have pricing ranges that allow us to meet changes in customer expedabons without costty rate 
cases. Represents the market place demands to the appropnate legislative or regultory groups. 

This corporation is an advocate of the market unit needs with the Corporate Public Policy organization. It 
presents the ongoing need to focus on regulatory changes that allow market tnals, promotions and integrated 
solutions to be presented to our customer without additional rate cases. This position is also responsible for 
the privacy of customer information and meeting legal requirements. 

This position is responsible for writing and negotiating serfice agreements with the state regulatory 
organizations to ensure that they understand the SBS mission, will incorporate market based solutions into rate 
cases and resolve conflicts between both organizations. This position is also the PAC (Pol2kal Action 
Committee) representative for S8S. Incumbent serves on the U S WEST PAC and is responsible for 
disbursal of PAC funds to anproptiate individuals. Respresents the Vice PresidentlGeneral Manager SBS and 
pmvides access for the VPlGM to the legislativdregulatory activities in our fourteen state region. 

ACCOUNTABlLITYllMPACT: Indicate how this postiion is best measured (Le.. cusotmer/employee 
implications, infuluence on key decisions. poiicy/strategy. development, financial contnbutions, etc.) 

Establishes and implements Small Business SeMces' public policy strategies and objectives. Ensures stakeholder 
representation in all regulatory policy and legislative involvement. Pubic policy issues are multi-state and precedent 
setting. Legislative relationships are established and maintained on a national level through U S WEST, Inc. Office 
of Federal Relations. Manages the relationships between SBS and the public affairs offices to insure the market unlt 
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position is represented effectively in all state legislative and regulatory actions. Position the market unit to a d  a s  an 
advocate for small business issues by impacting state and national organizations that have legislath interest. 

DECISION MAKING/PROELEM SOLVING: Provide three charadenstic examples of decisions.made and/or 
problems solved by this position. For each, state the specific situation, stakeholder(s) involced, decision 
made, and decision impact 

Identifies and analpes emerging and critjcal issues and pmvides recommendations to market unit executive staff 
regarding state and federal legisiative regulatory actions, and Public Relations and Employee Information a d o n  
plans. Topics include issues related to samll business such a s  eanomic development. education, legislation. 
product implications and political campaigns. This position has responsibility for klentifiaion and advice on issues 
that will impaet our abilii to meet customer needs in a timely, efficient and &-effective manner. Mast of the 
activities will have a creative impact on our ability to deal wrth our customers more easily; to offer them more prcdu~!~ 
and services; and to complete market trials and pricing changes in all gecgrapnic locations in the future. 

KNOWLEDGUSKILLS: List any unique, specific knowledge andor skill required for this position (i.e., 
certification, degree, etc.) 

Professional background in areas of legislative and regulatory pmesses and the ability to form worldng alliances. 
Business degree, with Master% or MEA preferred. 

GENERAL COMMENTS: Please include any additional comments or information that would help provide 
a complete understanding of this position. 

Function 

This is an individual contributor. 

ORGANltATlON STRUCTURE: 

A. Title of this position's supervisor: 

6. Title of this position: 

C. Title(s) and fun&on(s) of directly reporting positions( if appropriate): 

Cirector-Communications 

Director-Public Policy 

T i e  

C1. None. 

c2. 

c3. 
c4. 

CS. 

C6. 

Total Number of employees Supervised (if appropriate): 

Directly reporting: Management: Occupational: 

Indirectly Reporting: Management: Occupational: 

INCUMBENT LIST: Identify all individuals within the business unit on this position: 

Name SSN RC 
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ORGANIZATIOFi: PLBLIC POLICY. U S WEST COMMG3'ICATIONS 

JOB DESCRIPTION: % a) 

and implem&ation of public policy 
advocacy and advocacy support for USWC's State and fcdcral initiatives a r o d  unit-crsal 
service and wholesale cost recoveTy. The position works collaboratively with the effected 
internal market groups and support organim~ons, state pubiic policy organizations and 
regulatory litigation and litigation support orgzniZations to ensure consistent and well reasoned 
positions are advocated on dl frants. This position WiU also work closely with o t l m  companies 
in the joint development of cost models to supp~rt USWC's objectives. T h e  person will be both 
an individual contributor and direct other mar;agtrs. 

The job will include the  following responsibilities: 

1. Development of the BCPM. This will include selection of the undedying theories for the 
rnodei, as well as supervision of the a c u i  code development In order to be cfective, 
the person filling this position must have an advanced unde.rstanding of many areas a i  the 
business, be able to solve complex problems that are vaguely defined and have never 
bdore been addressed in the reguind depth. Wshe shares rcsponsibilip for the 
development of cost and pricing principles and insuring that the model developed by 
muftipie companies conforms to USWC's own objectives. Develop@ a mode! which 
can be adopted in reguktory proceedings is a high priority for this position. 

2. Deveioprnent of advocacy support. This will include the development of policy 
positions and proacrit.e public policy p l a s  to have the positions adopted by state and 
fcderal regulators. This includes directing the development of template testimony in 
support of advocacy in generic cost' dockets, interconnection arbitrations, ICAM dockers, 
procecdings involving conswcUon chx&s, and other related proceedings. It alsa 
includes preparation of position p a p a  in support of public fonuns, workshops and 
infpnnal advocacy with Commissioners and staffs. 

3. Witnesdwirnesss support This 4 1  include testifying in regulatory proceedings as 
needed, assisting statts in ensuring consisient, high quality testimony is filed by ail 
witnesses in wholesale cost and/or universal service dockets. "his position dl be 
required to rnakt policy decisions in the heat of hezrings. 

4, Litigadon support. This will include assisting the regulatory litigation and litigation 
support p u p s  in discovery and depositions during state regulatory litigation. 

This position wiil s u p h s e  three managers in support of the p e r f o m c e  o f  the 
position's responsibilities. Supmisory responsibilities will include directing work activities: 
providing strategic direction and guidance; offcrhg oppcmities for personal and professional 
development; and generally managing performmce. 
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This position requires exceptional andyticd skills, straregk thinking, ul atmiry to 
quickly learn and assimilate various elemex% of the Company's business plans and imperatives. 
Exceptional vcrbal/wrinen communications skills are csscn~ial. The person filling this position 
should have a-masters degree in business, telecommunications, or other related filed. The 
position requires the ability to work long inegdar hours. Tne person must be able tc work under 
a high degree of stress and be able to travel as needed 

S 
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a s  pusition is responsible for the development and implementation or" public polic 
advocacy ana advocacy suppolt for USWC's state and federal initiatives around interconneryjoj 
amxments. acce8s chawe reform, wholesale service ~ ~ a l i t v  and USWC's entw into jn 
mian interLATA markets 1271). The position works collaborariveiy With the cffecred mxkg 
groups, network orgmizations, sfate public policy organizarions, and regulatory iitiggtion ar,~ 
litigation support OrganiZarions to ensure consistent and well ressoned positions are advocated 01 
all fronts. In order tty be effective, this requires a thorough understanding of many discipiines ir 
tefecommunicarions and pubIic policy. The person fib this position will be both a0 iridiviaua 
conhbutor md d k r  other maxigers. 

The job will iiclude the following responsibilities: 

1. Developrnenr of advocacy support. ?his will indudc &e developmmt and 
implmmtation of policy positions and proactive pian5 for achieving USWC's objectives 
related to interconnection arbitrations, access cnarge reform, wholesde s d c t  quaIity, 
and 271. This position u4l direct the development of ternplae tesrimony, as weU E 
suppor: for various pleadings to be frtcd in f e d 4  reguiatory or legal proct:aings. This 
also inchdes preparation of position papers in support of public forums, workshops ;md 
infomxl advocacy with Cammissioners and staffs. 

2. Identification and resolution of regulatoryAegkfative issues. This will r e m e  in deptt; 
knowledge of the cunznr issues and M ability to pxdicdidentify emerging issues. 
issues 10 be addressed by this posiuon will often be vague and ill-defmed. This position 
is expected to properfy frame rhe issue, quickly analyze the data, and make a poiicy 
decision on the appropriate rcsolution. This -511 requ-k maintaining an awar- mess of 
issues md advocacy on related topics by other parties in a d  cur of region, and how 
activities in other areas impact USWC. 

3. Client support. This includes supporting the state public policy organizations in a varir;y 
of ways to maximize the likelihood of positive outcomes for staie specific initiauves. f r  
is expected Ut, in order to effectively influence the s u c c ~ s f d  implementation of 
advocacy plans, &is person will devcfop a thorough understanding of the priorities of 
USWC' s senior execaives, starc Commissions, their staffs, executive and legisia~ve 
officials and other key constiruents. 

4. Witnessi'witness c'uppon. lhis will incinde testi;ijling in rc,daiory proc=edirgs as 
nee&& and assisting sate in enswing cumistent, high q d i t y  testimony is filed by all 
wimcsses the regulatory procttdings outiined above. ?his position tv4l have the 
authonry to resolve specific issues ?ha1 arise during the hearing proctss. 
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5 .  Litisation support. This will include assisting the regutattory litigation and litigation 
support groups in discovery and deposiaons during stare regulatory Iitigation. 

Tnis position will supervise two managers in suppofi of the performance of the position's 
responsiiiilides. Supervisory responsibilities wii2 include dirttting work activities; providing 

development: and generally supemking perhnnancc. 
seategic direction and ,guidance; o f f a  opportuniries for personal and professionaf - 

This position nquires exceptiond ailalytical skitls, sriztegic thinking, an ability to appiy 
advanced principles, theories and concepts in problem soivin~, and the ability to quickly learn 
and assimilate various elements of the Company's business plans and imperatives. E x c e p i o d  
verbaliwhten communications skills are esseatid. 'ihe person filling this position h d d  have a 
masters dezrct in business, telecommunications, or other related filed. The position rcquires the 
ability to  work long keguiar hours. The person must be able to work under a high degree of 
smss and be abie to travel as needed. 
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ORGANIZATION: U S WEST COMMUNICATIONS 
PUBLIC POLICY 

JOB TITLE: EXECUTIVE DIRECTOR - WHOLESALE ADVOCACY 

This position is responsible fcr t ? e  development, and implementation 
of advocacy and advocacy support with regard to all regulatory and legislative 
initiatives before the fourteen state regulatory agencies and legislative 
assemblies and the FCC required by the wholesale business group. The 
position works collaboratively with the effected markets groups (primarily 
Carrier), the state vice president organizations, the staff finance organization, 
the staff Iegislative organization, the staff tariff organizations, the local 
markets organization, the public relations organization, and the regulatory 
litigation and litigation support organizations to ensure timely 
implementation of the Company's wholesale regulatory and legislative 
initiatives. The person will be both an  individual contributor and 
supervisor. 

It is antiapated that the current areas of responsibility will include 
interconnection arbitrations, interconnection rulemaking, general statements 
of terms and conditions for interconnection, interconnection cost dockets, 
ICAM, wholesale service standards, access charge reform, state and federal 
appeals from interconnection decisions, high cos t/universal service, and 
other matters identified as effecring the wholesale responsibilities of the 
Company. 

The position must ensure continuous and strong positive advocacy 
support through a combination of weil reasoned and well documented 
advocacy positions, consistent with the One Voice Process, which are 
supported by law, fact and logic. 

The job wiil indude the following responsibilities, both directly and 
through supervision of other directors and managers working within this 
persons group: 

1. Identification and resolution of regulatory/Iegislative issues. 
This will require maintaining awareness of issues and advocacy by 
other parties in and out of region of similar and new issues and will 
require collaborative work with the Carrier markets group, network, 
finance and the law department. 
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internal and external witnesses and advocates in support of the 
Company’s positions and the availability as an ongoing resource to 
clarify and reinforce positions. It is anticipated that educational efforts 
will also extend to partidpation/presentation in public forums and 
partiapation/presentation with state vice presidents’ advocacy teams 
in workshops and informal advocacy with Commissioners and staffs. 

Education of advocates. This will indude training sessions for 

3. Development of advocacy support. This will indude the 
development of template testimony in support of advocacy in formal 
proceedings before state and federal regulatory agenaes and assisting 
the state and federal advocacy teams in customizing template 
testimony to particular dockets and other formai proceedings. It also 
indudes preparation of position papers in support of public forums, 
workshops and informal advocacy with Commissioners and staffs and 
support of third part advocacy efforts. 

4. Witness identification. This will indude identifylng subject 
matter expert witnesses, securing their commitment, and coordinating 
&air participation in fonnal dockets before state and federal regulatory 
commissions. It is also anticipated that this person will also be a 
witness in selected state and federal regulatory proceedings. 

5. Litigation support. This wiU indude assisting the regulatory 
litigation and litigation support groups in discovery and depositions 
during state regulatory litigation. 

6.  Tariff support. This will indude assisting the tariff support 
organization in ensuring that the group is sufficiently informed such 
that it can craft conforming state and federal tariffs where appropriate. 

7. Appeals. This will indude assisting the law department in 
the prosecution of any appeals, trial de novo or other appellate process 
appropriate for protecting the rights of the company. It is anticipated 
that the position will offer the same areas of support in s u c h  appeals as 
were provided in the initial formal proceedings. 

8. Compliance. This will indude conveying the results of 
formal regulatory proceedings (including foilow up clarifications and 
responses) to the appropriate groups within the Company to ensure 
compliance with the lawful orders from such regulatory agencies. 
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This position wiii supervise an undetermined number of directors and 
managers in support of the performance of the position’s responsibilities and 
in doing so wiU supervise and direct work activities of subordinates; provide 
strategic direction and gudance; provide direction and guidance as to team 
effectiveness; seek and offer opportunities for personal and professionai 
development; and otherwise supervise the performance of such subordinates. 

This position is deemed to be critical to the success of the Company’s 
initiatives by ensuring regulatory approval and comdiance. The person 
must be a professional in all aspects of the job and &.ll often be thrust into 
decision making positions where his/her action can gain or lose millions of 
dollars. The position requires exceptional analyticai skills, strategic thinhg, 
an ability to quicidy learn and assimilate various elements of the Company’s 
business plans and imperatives, and exceptional verbal/written 
communication skills, and strong leadership skills. State reguiatory 
experience is desired. The person must have a proven track record of 
obtaining positive results. 

The person filing this position should have a bachelors degree with an 
MBA, JD or other advanced degree desired. 

This position requires the ability to work long irregular hours. The 
person must be able to work under a high degree of stress. The ability to 
travel and utilize keyboard skills is required. 
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ORGANIZATION: U S WEST COMMUNICATIONS 
PUBLIC POLICY 

JOB TITLE: EXECUTIVE DIRECTOR - RETAIL ADVOCACY 

This position is responsible for the formulation, development, and 
implementation of advocacy and advocacy support with regard to all 
regulatory and legislative initiatives before the fourteen state regulatory 
agencies and legrsiative assemblies and the FCC required by the retail business 
groups. The position works coilaboratively with the effected retail markets 
groups, the state vice president organizations, the staff finance organization, 
the staff legislative organization, the staff tariff organizations, the local 
markets organization, the public relations organization and the regulatory 
litigation and litigation support organizations to ensure timely 
implementation of the Company's retail regulatory and legislative initiatives. 

It is anticipated that the cunent areas of responsibility will indude 
general rate cases , retail rate rebalandng, regulatory reforms (deregulation, 
price caps, alternative forms of regulation), product initiatives, carrier of last 
resort obligations, retail service quality standards and requirements, and other 
initiatives effecting the re tail responsibilities of the company. 

The position must ensure continuous and strong positive advocacy 
support through a combination of well reasoned and well documented 
advocacy positions, consistent with the One Voice Process, which are 
supported by law, fact and logic. 

The job will indude the following responsibilities, both direcdy and 
through supervision of other directors and managers working within this 
persons group: 

1. Identification and resolution of regdatory/legisiative issues. 
This v d l  require maintaining awareness of issues and advocacy by 
other parties in and out of region of similar and new issues and will 
require collaborative work with the affected retail markets group, 
network, finance and the law department. 

2. 
internal and external witnesses and advocates in support of the 
Company's positions and the availability as an ongoing resource to 
darify and reinforce positions. It is anticipated that educational efforts 
will also extend to partiapation/presentation in public forurns and 
partiapation/presentation with state vice presidents' advocacy teams 
in workshops and informal advocacy with Commissioners and staffs. 

Education of advocates. This will indude training sessions for 
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3. - Development of advocacy support. This tvlll. include the 
development of template testimony in support of advocacy in formal 
proceedings before state and federal regulatory agenaes and assisting 
the state and federal advocacy teams in customizing template 
testimony to particular dockets and other formal proceedings. It also 
indudes preparation of position papers in support of public forums, 
workshops and informal advocacy with Commissioners and staffs and 
support of third part advocacy efforts. 

4. Witness identification. This will include iden-g subject 
matter expert witnesses, securing their commitment, and coordinating 
their participation in formal dockets before state and federai regulatory 
commissions. It is also anticipated that this person will also be a 
witness in selected state and federal regulatory proceedings. 

5. Litigation support. This will indude assisting the regdatory 
litigation and litigation support groups in discovery and depositions 
during state regulatory litigation. 

6. Tariff support. This will include assisting the tariff support 
organization in ensuring that the group is suffiaently informed such 
that it can craft conforming state and federal tariffs where appropriate. 

7. Appeals. This will indude assisting the law department in 
the prosecution of any appeals, trial de novo or other appellate process 
appropriate for protecting the rights of the company. It is anticipated 
that the position will offer the same areas of support in such appeals as 
were provided in the initial formal proceedings. 

8. Compliance. This will include conveying the results of 
formal regdatory proceedings (induding follow up darifications and 
responses) to the appropriate groups within the Company to ensure 
compliance with the lawful orders from such regulatory agencies. 

This position will supervise an undetermined number of directors and 
managers in support of the performance of the position's responsibilities and 
in doing so will supervise and direct work activities of subordinates; provide 
strategic direction and guidance; provide direction and guidance as to team 
effectiveness; seek and offer opportunities for personal and professional 
development; and otherwise supervise the performance of such subordinates. 
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This position is deemed to be cr i t ica l  to the success of the Company’s 
initiatives by ensuring regulatory approval and compliance. The person 
must be a professional in a l l  aspects of the job and will often be thrust into 
decision making positions where kis/her action can gain or lose miliions of 
dollars. The position requires exceptional analytical skifls, strategic thinking, 
an ability to quickiy learn and assimilate various elements of the Company’s 
business plans and imperatives, and exceptional verbai/written 
communication skills, and strong ieadership skills. State regulatory 
experience is desired. The person must have a proven track record of 
obtaining positive results. 

The person filing this position should have a bachelors degree with an 
MBA, JD or other advanced degree desired. 

This position requires the ability to work long irregular hours. The 
person must be able to work under a high degree of stress. The abiiity to 
travel and utilize keyboard skills is required. 

I 
I 
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ORGANIZATION: U S WEST COMMUNICATIONS rumc POLICY 

JOB TITLE: fYfc DIRECTOR - LEGISLATTVE ADVOCACY 

This position is responsible for the formulation, development, and 
implementation of advocacy and advocacy suppcrt Cvith regard to all 
legislative initiatives before the fourteen state legislative assemblies and to 
provide support to the state vice presidents' advocacy teams With regard to 
their responsibilities with the United State Congress. The position works 
collaborativeiy with the effected markets groups, the state vice president 
organizations, the staff finance organization, the staff wholesale, retail and 
new business advocacy groups, the local markets organization, the public 
relations organization and the federal office and the law department to 
ensure timely implementation of the Company's legislative and 
congressional initiatives. 

It is antiapated that the current areas of responsibility will include 
regulatory reform, universal servicehigh cost funding, cost based pricing 
requirements, reaplatory parity, tax parity, minimizing muniapal regulation 
and all other legrslative initiatives affecting the interests of the Company. 

The position must ensure continuous and strong positive advocacy 
support through a combination of well reasoned and well documented 
advocacy positions, consistent with the One Voice Process, which are 
supported by law, fact and logic. 

The job wiI indude the following responsibilities, both directiv and 
through supervision of other directors and managers working within this 
persons group: 

1. 
require maintaining awareness of issues and advocacy by other parties 
in and out of region of simiiar and new issues and will require 
collaborative work with the markets groups, network, finance and the 
law department. 

Identification and resolution of legislative issues. This will 

2. 
internal and external advocates in support of the Company's positions 
and the availability as an ongoing resource to clamfy and reinforce 
positions. It is anticipated that educational efforts wiU also extend to 
participation/presentation in public fonuns and 
participation/presentation with state vice presidents' advocacy teams 
before permanent, special and interim legislative committees. 

Education of advocates. This will include training sessions for 
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3.- Development of advocacy support. This Will .include the 
deveiopment of model legisla tion for identified legislative initiatives, 
assistance in customizing legislation tu particular state needs, review of 
amendments proposed and required to affect the Company's positions, 
position papers and other advocacy pieces for use With the legsiature 
and other affected government offiaals. 

4. Witness identification. This will include identifying subject 
matter expert witnesses, securing their commitment, and coordinating 
their partidpation in proceedings before permanent, special and 
interim legisfative committees. 

5. Legisla tion review. This will indude development and 
maintenance of a system for internal review of legislation introduced 
throughout the fourteen state region. The responsibilities will indude 
distribution of bills to affected departments, consofidation of responses, 
resolution of conflicting internal views and responses and 
recommendations to the states on a timely basis. 

6. Organizational support. This will include active partidpation 
in national organizations of elected officials (NCSL, NGA, ALEC, etc.) 
in support of the Company's legislative agenda. It is anticipated that 
person will be an active presenter during formal sessions and wil l  
provide position papers and other presentations for distribution to the 
organizations members in an effort to secure support of Company 
positions by the organization. 

7. Third party support. This will indude providing research and 
preparation support to senior public policy offiaals identified to 
interface with other internal organizations and national and regionai 
organizations considered to be vital to public policy initiatives. 

8. Internal political education and advocacy. This will include 
providing research and support to senior public policy officials 
identified to develop and implement the interal political education 
and advocacy programs. The person will be expected to provide advice 
and counsel for administration of the Federai Political Action 
Commit tee. 

9. Congressional support. It is anticipated that the primary 
responsibility for congressional advocacy rests with the federal office. 
This position will interface with the federal office and the state vice 
presidents organizations to assist in coordinating contact between the 
state vice president organizations and the congressional delegations. 
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10. Municipal franchise issues. This tvlll indude support for 
the state vice president organizations in negotiations for franchise 
agreements and/or ordinances, including providing information on 
standards and issues from other states, recommended uniform 

. language, position papers, etc. If special witnesses (e.g. network outside 
plant specialist, etc.) are required, this position will assist in identifying 
and committing such resources and assist in the preparation of such 
specialist for partidpation in the muniapal processes. 

This position will supervise an undetermined number of directors .and 
managers in support of the performance of the position's responsibilities and 
in doing so will supervise and direct work activities of subordinates; provide 
strategic direction and guidance; provide direction and guidance as to team 
effecheness; seek and offer opportunities for personal and professional 
development; and otherwise supervise the performance of such subordinates, 

This position is deemed to be critical to the success of the Company's 
initiatives by ensuring regulatory approval and compliance. The person 
must be a professional in ail aspects of the job and will often be thrust into 
decision making positions where his/her action can gain or lose millions of 
dollars. The position requires exceptional analytical skills, strategic thinking, 
an ability to quickly learn and assunilate various elements of the Company's 
business plans and imperatives, knowledge of the state legislative process, 
and exceptional verbal/written communication skilIs, inciuding an 
understanding of bill drafting requirements and strong leadership skills. The 
person must have a proven track record of obtaining positive results. 

The person filing this position should have a bachelors degree with an 
MBA, JD or other advanced degree desired. 

T h i s  position requires the ability to work long irregular hours. The 
person must be able to work under a high degree of stress. The ability to 
travel and utilize keyboard skills is required. 
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Region Vice President 

Role us aefinea in rhe Consrzrunon ofthe Tele.unone Pioneers oj-Americu f TPA) 
The vice presidents. as Association representatives. sndi maintain frequent confacs with h e  
chaprers in heir  respeczive Association regions. advise With the cnaprers regarding Pioneer 
activiries. represens the chapters on the Association Executive Cornmitree and repro csent &e 
Execuuve Committee in reiations wi& the chaprers. 

Responsibilities 
1. Direct admuusmrion of Pioneer organization for the sponsor company 

8 adminisrer goal setting, rariig, personnel selection. deveiopmenr. erc. of the Pioneer staf- 
1 develop. track and controi the Pioneer budger 
8 coordinare with the voiunteer Ieaders of the Chapters, Councds ana Clubs to iniriate 

acrion to: 

8 
8 
I 
(1 

I 
1 

involve ail enpioyees, retirees and family members in Pioneer conmuniry service 
develop projects that meex communiry needs while improving sponsor company 
refations in the communiry 
promore sponsor company branding to irnyrove brand Ioyalty 
groom new enpioyees for furure leadership positions 

0 develop diverse group of leaders 
involve a diverse group of volunteers 

0 reward and recognize voiunreers and projects 
ensure financial integriry of the iocd Pioneer units 

- 

R communicate with senior management of the sponsor company, inciuding pubiishing a 

R coordinate witfi commllnity reiations, foundatiodcorpome conmbutions, i n r e d  

R Track key measurements (% consumers aware, % key leaders aware. media mentions, B 

Pioneers ad report which reflects the business vaiue of Pioneering 

communications znd media refations to maximize business vaiue 

of employees invoived and + of redrees involved) and implement action to maimize rhe 
results 

2. Pian and moderate sponsor company Pioneer annuai conference 
R identify and arrange for ourside speakers 
I arrange for senior management attendance 

arrange for hdtels. meals, agenda erc 
invite key sponsor company Pioneer leaders 

R track and control the budget for this event 
3. Serve on the TPA Executive Committee which is the P A  policy making body 

R as a member of the EC, develop pians to strengthen rhe TPA association 
represenr the interests of the respecrive sponsor company at four meedngs a ]re= 
seme on subcommirtees 
communicare association issues of importance ro iocai sponsor company Pione:: units 

4. Represenr the Pioneers to other organizations 
5. Personaily become involved in Pioneer communiry service eRom which requires substantial 

volunteer work during non-work hours 

1 
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Director. Public P o k y  
ReZion Vice President. Region 3. Telephone Pioneers of America 
Administrator of the U S WEST Political Action Committee (U S WEST PAC) 

Job DescriDtion 

*:* Direct administration of the U S WEST Pioneer Organization: 
- 
- 
- 
- 

Coordinate volunteer leaders of the Chapters Councils and Clubs: 
DeveIop. track and control budget; 
Communicate with senior management of U S WEST about Pioneers: 
Coordinate with community relations, foundation. internal communications ana 
media relations to maximize business value of Pioneers; 

- Track key measurements and implement action to maximize results of U S WEST 
Pioneers ; 

*:* Plan and moderate U S WEST Pioneer annual conference. 
*:* Serve on the Telephone Pioneers of America (TPA) Executive Committee, which is 

*:* Represent the Pioneers to external organizations. 
*:* Personally become involved in Pioneer community service efforts. 

the TPA policy making body. 

*:* Direct the solicitarion of eligible U S WEST empfoyees for membership in the 
U S WEST PAC: 
- Determine the policies and procedures to be utilized in the solicitation of 

contributions to U S WEST PAC; 
- Supervise or conduct all solicitation activity. 

in connection with the activities of U S WEST PAC. 
*:* Oversee the preparation and distribution of any printed or graphic material to be used 

~ _ _  

*:* Request disbursemenrs from the U S WEST PAC at the direction of the Contributions 
Committee. 

*:* Provide regular reports on U S WEST PAC activities to senior management a d  PAC 
members. 
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Witness: S. Carver 
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US WEST COMMUNICATIONS 

CHANGE IN GROSS REVENUE REQUIREMENT 
TEST YEAR ENDING DECEMBER 31.1999 

INTRASTATE (000's) 

DOCKET NO. T-1051 B-99-105 
ACC Staff 
Schedule A 
Page 1 of 1 

LINE 
NO. 

1 

2 

3 

4 

5 

6 

7 

8 
9 

10 

COMPANY PROPOSED AMOUNT ACC STAFF PROPOSED AMOUNT 
SOURCE ORIGINAL FAIR ORIGINAL FAIR 

DESCRIPTION - COST VALUE COST VALUE 

(A) (B) (C) (D) (E) (F) 

Adjusted Rate Base Sch. B $1,422,100 $1,772,112 $1,435,287 $1,445,779 

Required Rate of Return 

Required Operating Income 

Notes (a) & (b) 10.86% 9.68% 9.61% 10.86% 

138,936 Line 1 * Line 2 154,440 192,451 138,936 

Adjusted Net Operating Income Sch. C 43,833 43,833 134,271 134,271 

Operating Income Deficiency Line 3 - Line 4 110,607 148.61 8 4,665 4,665 

Gross Revenue Conversion Factor Sch. A-I 1.7056 1.7056 1.6995 1.6995 

Increase in Gross Revenue Requirements Line 5 * Line 6 188,655 253,488 7,928 7,928 

Add: Bellcore 3 Year Adjustment (686) (686) (686) (686) 
Automatic Adjustment Revenue Req. Note (c) 13,252 13,252 ---Included in Line 7, above- 

Total Increase/(Reduction) in Gross Revenue Requirement $201,221 $266,054 $7,242 $7,242 

Note (d) 

FOOTNOTES: 
(a) USWC provided no information in its updated filing regarding fair rate of return on fair value, but in response to 

UTI 43-21 S1, assigned the same cost of capital to both original cost and fair value rate base. 

(b) Staff proposes rate of return on fair value at level required to earn required operating income and cost of capital 

(c) Staff has included Reciprocal Compensation costs in the basic revenue requirement and opposes USWC 
proposed Automatic Adjustment mechanism for such costs (See testimony of M. Brosch) 

(d) Revenue Requirement of $201,220,000 per USWC Exhibit GAR-S1 (Redding Supplemental Exhibits). 
Difference due to rounding. 



US WEST COMMUNICATIONS ACC Staff Witness: S. Carver 
Prefiled Direct Testimony 

LINE 
NO. DESCRIPTION 

(A) 

Gross Intrastate Revenue 

Less: Uncollectible Revenue 

Total Revenue 

Less: Taxes on Local Revenue 

Taxable Income 

Less: Effective State Income Tax 

Less: Effective Federal Income Tax 

Net Operating Earnings 

9 GROSS REVENUE CONVERSION FACTOR 

DOCKET NO. T-1051 B-99-105 
REVENUE CONVERSION FACTOR 

TEST YEAR ENDING DECEMBER 31,1999 
INTRASTATE (000's) 

Schedule A-1 
Page 1 of 1 

COMPANY 
REFERENCE 

(B) 

(a) 

Lnl-Ln2 

(b) 

Ln3-Ln4 

Line 5 * 8.00% 

Line 5 32.2% 

Ln5-Ln6-Ln7 

Ln 1/Ln 8 

FACTOR PER STAFF FACTOR PER 
COMPANY REFERENCE ACC Staff 

(C) (D) (E) 

100.000000% 100.000000% 

1.850900% See Sched. C-7 1.490000% 

98.149100% 98.510000% 

0.1 06600% -0.113700% 

98.042500% 98.396300% 

7.843400% -7.87 1 704% 

31.569685% -31.683609% 

58.62941 5% 58.840987% 

1.7056 1.6995 

FOOTNOTES: 
(a) Based on Test Year End of Period Adjustment at Schedule C-7 and UTI 48-13. 
(b) Includes Franchise and License taxes and Sales tax assumed. 
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Witness: S. Cawer 
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US WEST COMMUNICATIONS 

SUMMARY OF JURISDICTIONAL RATE BASE 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-1051B-99-105 

LINE 
NO. 

1 

2 

3 

4 

5 

6 

7 

a 

9 

10 

11 
12 
13 
14 

15 

I 
P 

COMPANY ACC STAFF 
PROPOSED TEST YEAR PROPOSED 

DESCRIPTION RATE BASE ADJUSTMENTS RATE BASE 

( 4  (B) (C) (D) 

Oriainal Cost 
Telephone Plant In Service Note (a) $3,566,015 ($35.254) $3,530,761 

Short-Term Plant Under Construction 0 0 0 

Materials and Supplies 18,386 0 18,386 

Allowance for Cash Working Capital (39,211) (9,469) (48,680) 

Accumulated Depr & Amort Reserve (1,923,025) 144,140 (1,778,885) 

Accumulated Deferred Income Tax (240,535) (20,009) (260,544) 

Customer Deposits (7,711) 0 (7,711) 

(18,040) Land Development Agreement Deposits (1 8,040) 0 

Other Assets & Liabilities 66,221 (66,221 ) 0 

END OF PERIOD RATE BASE - ORIGINAL COST $1,422,100 $13,187 $1,435,287 

Fair Value Rate Base $1,772,112 
Staff Rate Base Accounting Adjustments Note (b) 13,187 
Staff Witness Dunkel RCND Study Adjustme Note (c) (339,520) 
Total Staff Fair Value Adjustments (326.333) 

END OF PERIOD RATE BASE - FAIR VALUE $1,445.779 

FOOTNOTES: 
(a) SOURCE: Adjusted Test Year per USWC Exhibit GAR4 (Redding Supplemental Exhibit). 

Fair Value from UTI 58-02, Att. A. Staff adjustments at original cost also posted at fair value. 

(b) SOURCE: Schedule 8, page 2 of 2. 

(c) SOURCE: Testimony/Exhibits of William Dunkel. 

ACC Staff 
Schedule B 
Page 1 of 2 
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US WEST COMMUNICATIONS 

UNRECORDED RETIREMENTS 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule B-1 
Page I of I 

ARIZONA INTRASTATE INTRASTATE 
VINTAGE UNRECORDED ACCUMULATED 

LINE PROPERTY INVESTMENT PLANT RETIREMENT DEPRECIATION 
- NO. DESCRIPTION VINTAGE AMOUNT %INTRASTATE AMOUNT AMOUNT 

(A) (B) 

1 General Purpose Computers 361C Account 2124 1989 
2 Digital Switching Equipment DE2 Account 2212 1955 
3 Digital Circufi Equipment CRD Account 2232 1955 
4 Underground Metallic Cable UGM Account 2422 1925 
5 Buried Metallic Cable BCM Account 2423 1925 
6 Intra-Building Metallic Cable IBM Account 2426 1925 

7 Total 

8 

9 

10 

STAFF ADJUSTMENT TO RATE BASE FOR UNRECORDED RETIREMENTS 

$24,060 0.7089 
397 0.7996 
737 0.6673 

10,104 0.7380 
16.781 0.7380 
3,211 0.7380 

$17,056 $17,056 
317 317 
492 492 

7,457 7.457 
12,384 12.384 
2,370 2,370 

$55,290 $40,076 $40.076 

(a) (b) (C) 

TELEPHONE PLANT IN SERVICE ($40.0761 

ACCUMULATED DEPRECIATION $40,076 

- NET PLANT $0 

FOONOTES: 
(a) Source: USWC's RCND study, Exh. NHH-I. pages 26,29,34.45,48 and 53. 
(b) Source: ACC Staff Schedule C-15. 
(c) Accumulated Depreciation is reduced in same amount as retired Plant in Service 

under normal mass asset accounting pursuant to FCC Part 32. 

'I 
I 
I 
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US WEST COMMUNICATIONS 
DOCKET NO. T-1051B-99-105 

SOP 9&1 (INTERNAL-USE SOFTWARE) 
TEST YEAR ENDING DECEMBER 3 1 . ~ 9 9  

INTRASTATE (000s) 

LINE - NO. DESCRIPTION SOURCE 

(A) (6) 

1 USWC Proposed Adjustment to Correct Plant Investment for Out of Period Note (a) 
Software Capitalization 

2 ACC STAFF ADJUSTMENT TO RECOGNIZE COMPANY PROPOSED 
CORRECTION ADJUSTMENT 

FOOTNOTE: 
(a) Source: USWC response to UTI 43-20, Attachment G. 

AMOUNT 

(C) 

($7,417) 

($7,417) 

ACC Staff 
Schedule 8-2 
Page 1 of 1 
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LINE 
NO. - 

1 

2 

3 

4 

US WEST COMMUNICATIONS 

fAS87 PENSION ASSET 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-1051B-99-105 

DESCRIPTION SOURCE 

(A) (B) 

USWC FAS87 Pension Asset Included in Rate Base 

Less: Accumulated Deferred Income Tax Reserve, Rate Base Offset 

Net Pension Asset in USWC's Proposed Rate Base 

Note (a) 

Note (b) 

ACC STAFF ADJUSTMENT TO ELIMINATE USWC'S PROPOSED 
PENSION ASSET 

FOOTNOTE: 
(a) Source: USWC workpapers and Updated Adjustment P-04. 
(b) Source: USWC response to UTI 43-10. 

ACC Staff 
Schedule 6-3 
Page 1 of 1 

INTRASTATE 
AMOUNT 

(C) 

$66,221 

(23.877) 

$42,344 

($42,344) 



Witness: M. Brosch 
Prefiled Direct Testimony 

LINE 
NO. 

1 
2 
3 
4 
5 

6 

7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 

22 

23 
24 
25 
26 

27 

28 

29 

30 

US WEST COMMUNICATIONS 

CASH WORKING CAPITAL 
TEST YEAR ENDING DECEMBER 31,1999 

DOCKET NO. T-10516-99-105 
ACC Staff 
Schedule 8-4 
Page 1 of 1 

Calculation of ComDosite Net Revenue Laa Davs: 

Weighted Test Year Adjuste Weighted Revenue 
Revenues $000 Factor Lead Lead 

(A) (6) (C) (D) 

Local Revenue 
Network Access Service 
Long Distance Network Service 
Billing and Collection Revenue 
Miscellaneous Revenue 

$937,608 74.45% 19.4 14.4 
11 3,428 9.01 % 42.0 3.8 
22,773 1.81% 42.5 0.8 
6,725 0.53% 42.0 0.2 

178,929 14.21% 24.6 3.5 

TOTAL REVENUE $1,259,464 100.00% 22.7 Composite Revenue 
LeadlLag Days 

Calculation of Cash Workinq CaDital Reauirement: 
Net Net Lag cwc 

Test Year Adjuste Expense Lag Days Factor Requirement 
(col D * col A) Expenses $000 Lag Days (col 8 - rev. lag) (col C I365 days) 

(A\ (B) (C) (D) 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other Expense 
Customer Operations 
Corporate Operations 
Property Taxes 
Other Taxes (excluding Income Taxes) 
Uncollectibles 
Depreciation Expense 
Current Federal Income Taxes 
Current State Income Taxes 
Deferred Income Taxes - 

\ I  

261,129 
10,079 
44,184 

1,894 
37,116 

960 
187,393 
134,129 
45,659 

3,231 
16,000 

325,396 
65,464 
16,830 

(52,783) 

TOTAL OPERATING EXPENSES & INCOME 1,096,681 

Interest Expense 50,522 
Federal Excise Taxes 20,796 
Sales Tax 62,755 
Average Benefit Liability 

TOTAL MISCELLANEOUS ITEMS $134,073 

CASH WORKING CAPITAL REQUIREMENT - PER STAFF 

CASH WORKING CAPITAL - PER USWC 

STAFF ADJUSTMENT TO CASH WORKING CAPITAL 

23.8 
27.3 
27.2 
25.3 
43.8 
33.7 
29.1 
32.2 

206.6 

22.7 
22.7 
36.0 
61.1 
22.7 

-25.6 

92.7 
NIA 
NIA 

-1.1 
-4.6 
-4.5 
-2.6 

-21.1 
-1 1 .o 
-6.4 
-9.5 

-183.9 
48.3 
0.0 
0.0 

-1 3.3 
-38.4 

0.0 

-70.0 
-0.2 

-1 0.6 

-0.0030 
-0.0126 
-0.0123 
-0.0071 
-0.0578 
-0.0301 
-0.0175 
-0.0260 
-0.5038 
0.1323 
0.0000 
0.0000 

-0.0364 
-0.1052 
0.0000 __ 

(37,157) 

-0.1 91 8 (9,689) 
-0.0005 (11) 
-0.0290 (1.822) 

0 

(1 1,523) 

(48,680) 

(39.211) 

($9,469) 
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LINE 
NO. 

1 

2 

3 

4 

US WEST COMMUNICATIONS 
DOCKET NO. T-1051B-99-105 

PROFORMA DEPRECIATION -- RESERVE REVERSAL 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

USWC PROPOSE ACC STAFF 
DESCRIPTION SOURCE ADJUSTMENT REVERSAL 

(A) (B) (C) (D) 

Accumulated Depr & Amort Reserve (a) ($107,968) $107,968 

Accumulated Deferred Income Tax 

Net Rate Base Effect 

(a) 43,403 (43,403) 

($64,565) 

ACC STAFF ADJUSTMENT TO REVERSE THE EFFECT OF USWC'S 
PROFORMA ADJUSTMENT TO RATE BASE FOR THE CHANGE IN 
BOOK DEPRECIATION RATES AUTHORIZED IN MAY 2000 

$64,565 

FOOTNOTE: 
(a) Source: USWC workpapers and Updated Adjustment P-03. 

ACC Staff 
Schedule 8-5 
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US WEST COMMUNICATIONS ACC Staff 
DOCKET NO. T-1051 B-99-105 

BROADBAND CABLE TRANSACTIONS (ASSET TRANSFER) 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

Schedule B-6 
Page 1 of 1 

LINE 
NO. - 

1 

2 

3 

4 

USWC STAFF ELIMINATION 
ADJUSTMENT ADJUSTMENT 

DESCRIPTION SOURCE AMOUNT AMOUNT 

(A) (8) (C) (D) 

$1 0.1 91 

Accumulated Depreciation Reserve (3,400) 3,400 

Net Plant In Service Line 1 - Line 2 (6,791) 6,791 

$6,791 

Plant in Service Adjustment for Proposed Cable Asset Transfe Co. WP's & 
RUCO 26-3A 

($10.191) 

STAFF ADJUSTMENT TO REVERSWELIMINATE USWC'S CABLE ASSET TRANSFER ADJUSTMENT 
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Witness: S. Carver 
Prefiled Direct Testimony 
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1 
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3 
4 
5 

6 
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12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 

23 

24 
25 

26 

DESCRIPTION 

US WEST COMMUNICATIONS 

SUMMARY OF OPERATING INCOME 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-10518-99-105 
ACC Staff 
Schedule C 
Page 1 of 5 

COMPANY ACC Staff 
ADJUSTED ACC Staff ADJUSTED 
OPERATING PROPOSED OPERATING 

INCOME ADJUSTMENTS INCOME 

Revenues 
Local Service Revenues 
Network Access Service Revenues 
Long Distance Network Service Rev. 
Miscellaneous 
Total Operating Revenue 

Expenses 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Customer Operations 
Corporate Operations 
Property and Other Taxes 
Uncollectibles 

Other Operating Income & Expense 
Depreciation Expense 
Universal Service Fund 
Link Up America 

Total Cost of Svcs & Products 

Tot Selling, General & Administrative 

Total Operating Expense 

$920,762 $16,846 $937,608 
11 5,252 (1,824) 113,428 
22,413 360 22,773 
131,842 53,812 185,654 

$1,190,269 $69,195 $1,259,464 

(1,193) 261,129 
10.745 (666) 10,079 
49,225 (5,041) 44,184 
2,212 (31 8) 1,894 
1,423 35,693 37,116 

262,322 

1,271 (31 1) 960 
$327,198 $28,164 $355,362 
21 9,291 (31,898) 187,393 
206,976 (72,847) 134,129 
48,017 873 48,890 
16,101 (1 01) 16,000 

$490,385 ($1 03,973) $386,412 
847 (366) 48 1 

328,884 (3,488) 325,396 
0 0 0 

(117) 29 (88) 
$1,147,197 ($79,634) $1,067,563 

Income From Operations $43,072 $148,830 $191,902 

Taxes 
Federal Income Tax 
State & Local Income l a x  

Net Operating Income (Line 23-24-25) 

($3,111) 48,654 $45,543 
2,350 9,738 12,088 

$43,833 $90,438 $134,271 
(a) (b) 

FOOTNOTES: 
(a) SOURCE: Adjusted Test Year per USWC Exhibit GAR-S5 (corrected per response to UTI 56-2). 
(b) ACC Staff Schedule C, Page 3 of 3. 
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Witness: M. Brosch 
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US WEST COMMUNICATIONS 

ANNUALIZATION OF INTRASTATE TOLL REVENUES 
TESTYEAR ENDING DECEMBER 31, 1999 

INTRASTATE (000s) 

DOCKET NO. T-1051 B-99-105 
ACC Staff 
Schedule C-2 
Page 1 of 1 

LINE 
NO. 

1 
2 

6 

7 

a 

Per Books Adjustment to Annualized Per Books 

Revenues Recorded Amount December 12 Revenues Adjustment $000 
December 1999 Normalize Revenues Test Period Annualization 

COI E - COI F DESCRIPTION Note (a) Note (b) COIS (C-D) " 12 Note (c) 

(4 (B) (C) (D) (E) (F) 
Intrastate Toll Revenue Total: 

December 1999 Total Toll Revenues $2,282,937 0 

Total Fourth Quarter Toll Revenues $2,282,937 $0 $27,395,244 

Staff Proposed Annualized Intrastate Toll Revenues 

Staff Adjustment to Annualize Intrastate Toll Revenues (Note d) 

Less: USWCs Proposed Adjustment to Annualize Intrastate Toll Revenues (Note e) 

Staff Adjustment to Restate Intrastate Toll Revenue Annualization 

STAFF ADJUSTMENT TO RESTATE INTRASTATE TOLL REVENUE ANNUALIZATION - ROUNDED $000 

$30,341,703 

($2,946,459) 

($3,306,458) 

$359,999 

$360 

Footnotes : 
(a) All amounts per Company Workpapers and MR4 Reports 

(b) No adjustments to recorded values are required, since linear regression of toll revenues 
indicates December 1999 recorded values are consistent with revenue trends (see UTI 47-18) 

(c) Staff methodology same as USWC, adjustment due to Company input data error. 

(d) The annualized percentage reduction in toll revenues per Staffs adjustment 21.5% 

(e) The annualized percentage reduction in toll revenues per USWCs adjustme 24.1% 
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LINE 
NO. - 

1 

2 

3 

4 

US WEST COMMUNICATIONS 

REVERSAL OF ACCESS ANNUALIZATION 
DOCKET NO. T-10516-99-105 

ACC Staff 
Schedule C-3 
Page 1 of 1 

TEST YEAR ENDING DECEMBER 31,1999 
INTRASTATE (000's) 

INTRASTATE 
Arizona 

DESCRIPTION SOURCE Amount 

(A) (B) (C) 

USWC Proposed Access Revenue Annualization Adjustment dj. P-01 Workpaper $1,983.000 

Normalization of Out of Period Access Revenues (1 59.421) 

Staff Adjustment to Reverse USWCs Proposed Annualization ($1,823,579) 

STAFF ADJUSTMENT TO REVERSE USWCS ACCESS REVENUE ANNUALIZATION - ROUNDED ($1,824) 

UTI 43-20, Att. B 

Footnotes: 
(a) 

(b) 

The Company's adjustment is reversed due to the absence of any notable trend in state access revenues. 

Upon elimination of the annualization based upon December 1999, it is necessary to normalize out of period 
portions of correcting entries for Percent Local Usage (UTI 47-16) 



Witness: M. Brosch 
Pretiled Direct Testimony 

US WEST COMMUNICATIONS 

MISCELLANEOUS REVENUE NORMALIZATION 
TESTYEAR ENDING DECEMBER 31, 1999 

INTRASTATE (000s) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule C-4 
Page 1 of 1 

LINE 
NO. 

1 

6 

7 

DESCRIPTION 

(A) 

SOURCE 

(B) 

AMOUNT 

(C) 

USWC Proposed Adjustment to Annualize Miscellaneous Revenues Company WP's 

Less: Elimination of Reciprocal Compensation Embedded in USWC Adjustment Company W s  
Note (a) 
Note (b) 

Lines 2+3+4 

Annualization of Broadband Revenues Embedded in USWC Adjustment 
Annualization of Rent compensation Embedded in USWC Adjustment 

Subtotal of Embedded Adjustments Within USWCs Proposed Miscellaneous Reven 

Net Adjustment Proposed by USWC to Annualize Growth in Miscellaneous Revenues Line 1 - Line 5 

STAFF ADJUSTMENT TO REVERSE USWCs MISCELLANEOUS REVENUE ANNUALIZATION 

($5,100) 

1,473 

($1.473) 

Footnotes: 
(a) USWC Annualization of Broadband Revenues ADDean Der WorkDaoers: December 99 Annualized . .  . .  . 

Monthlv ProForma Net Adiustment Net Adiustment 
Other Rent Revenue 18,162 1,593 (1 6,569) (198,828) 
Corporate Operations Revenues 2,398 208 (2,190) (26,280) 
Misc. Other Acct. 5260 (19,481) 108 19.589 235.068 
Total Adjustment for Broadband in USWC Filing $830 $9,960 

Times Intrastate Factor 79 78% 
Broadband Revenue Annualization Embedded in USWC Miscellaneous Revenue Adjustment $7,946 

(b) December 1999 Rent Compensation in Account 5240 3.762.7 
Times 12 to Annualize 12 months 

45,152 booked as negative revenues 
Less: Per Books Rent Compensation 45,614 booked as negative revenues 
Embedded Rent Compensation Adjustment (Redundant) (462) 
(See also Schedule C-28 Rent Compensation) 
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US WEST COMMUNICATIONS 

DIRECTORY IMPUTATION PER AGREEMENT 
TESTYEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-10516-99-105 

LINE 
- NO. DESCRIPTION SOURCE 

(A) (6) 

1 
2 

3 

Directory Imputation Amount Per Stipulation in Docket No. E-1 051-86-252 
Approved in ACC Decision No. 56020 dated June 13, 1988 Decision No. 56020 

Note (a) Less: Value of Fees and Services Received from Dex in Test Period 

4 STAFF ADJUSTMENT TO IMPUTE DIRECTORY REVENUES PER 1988 SETTLEMENT AGREEMENT 

Footnotes : 
(a) Consists of Publisher Products (per UTI 62-028) $855,753 

Administrative Services (per UTI 62-01A) 356,291 
Billing & Collection Service (per UTI 42-10) 447.584 

$1,659.628 

ACC Staff 
Schedule C-5 
Page 1 of 1 

AMOUNT 

(C) 

$43,000 

(1.660) 

$41,340 
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US WEST COMMUNICATIONS 

BROADBAND CABLE TRANSACTIONS 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule C-6 
Page 1 of 1 

LINE 
NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

INTRASTATE 
TEST PERIOD ADJUSTMENT 

DESCRIPTION SOURCE RECORDED $ PER STAFF 

(A) (B) (C) (D) 

Recorded Test Period Revenues - Services Provided to BSI Inc. 

Factor To Annualize 12 months I 10 Months 

UTI 62- 15A $22,918 

Ratio 12/10 1.200 

Annualized BSI Affiliate Revenues 

Difference - Total State Revenue Adjustment 

Intrastate Factor - Miscellaneous Revenues 

Staff Revenue Annualization - BSI Affiliate Services 

Line 1 Line 2 

Line 3 - Line 1 

27,502 

4,584 

c o  W S  79.78% 

Line 4 * Line 5 3,657 

Recorded Test Period Negative Expenses - Services to BSI, Inc. UTI 62-16A (5 I 724) 

Factor To Annualize 12 months I 10 Months Ratio 12/10 1.200 

Annualized BSI Affiliate Negative Expenses (6,869) 

Difference - Total State Expense Adjustment (1 I 145) 

Intrastate Factor - Total Expenses Sch. F, Total SG&A 71.84% 

Staff Expense Annualization - BSI Affiliate Services , Line 4 Line 5 (822) 

Line 1 * Line 2 

Line 3 - Line 1 

Removal - Part 64 Broadband Expense Effects that Duplicate Affiliate Billings UTI 43-20A 2,890 

STAFF ADJUSTMENT TO OPERATING INCOME TO ANNUALIZE BSI AFFILIATE TRANSACTIONS $1,589 



Witness: M. Brosch 
Prefiled Direct Testimony 

LINE 
NO. - 

1 
2 
3 

4 

5 

6 

7 

8 

US WEST COMMUNICATIONS 

UNCOLLECTIBLES ANNUALJZATION 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

DOCKET NO. T-10518-99-105 

DESCRIPTION SOURCE 

(A) (B) 

Staff Proposed Adjusted Local Service Revenues 
Staff Proposed Adjusted Intrastate Access Revenues 
Staff Proposed Adjusted Intrastate Toll Revenues 

Schedule C-1 

Total Revenues Subject to Uncollectibles Lines 1 +2+3 

Times USWC Proposed Normalized Uncollectibles Factor UTI 48-13, Att. A 

Staff Annualized Uncollectibles Expense 

Less: USWCs Annualized Uncollectible Expense 

STAFF ADJUSTMENT TO ANNUALIZE TEST PERIOD INTRASTATE UNCOLLECTIBLE REVENUES 

Line 4 Line 5 

Schedule C-1 

ACC Staff 
Schedule C-7 
Page 1 of 1 

TEST YEAR 
INTRASTATE 

AMOUNT 

(F) 

$937,608 
113,428 
22,773 

$1,073,810 

1.490% 

$16.000 

16,101 

($101) 
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CONFIDENTIAL 

LINE 
NO. . -. 

1 

2 

3 

4 

5 

6 

7 

US WEST COMMUNICATIONS 
DOCKET NO. T-10516-99-105 

SERVICE QUALITY PROGRAM COST ELIMINATION 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

ACC Staff 
Schedule C-8 
Page 1 of 1 

Test Period Test Period Total Service 
DESCRIPTION SOURCE Revenue Amount Expense Amount Program Costs 

(A) (6) (C) (D) (E) 

$9,611 STAFF ADJUSTMENT TO EXCLUDE SERVICE QUALIT( PIA Note (b) 1- __I--__ 

Footnotes : 
(a) Estimated Percentage for Citizens Exchange Sale based upon confidential information in UTI 51-02 

(b) Revenues that are foregone must be imputed, while expense incurred are disallowed. 
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US WEST COMMUNICATIONS 
DOCKET NO. T-1051B-99-105 

AFFILIATE TRANSACTION TRUE-UP NORMALIZ4TION 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

ACC Staff 
Schedule C-9 
Page 1 of 1 

ARIZONA OUT OF PERIOD 
LINE RECORDED INTRASTATE INTRASTATE PROPOSED 
NO. DESCRIPTION AMOUNT FACTOR AMOUNT NORMALIZATION 

1 

2 
3 
4 
5 
6 
7 
8 
9 
10 
1 1  
12 
13 
14 
15 

16 

OUT OF PERIOD AFFILIATE TRUE UP ENTRIES IMPACTING TEST PERIOD: 

U S West !nterprise America Inc. (for 1/98 through 12/98) 
U S West Business Resources Inc. (for 1/98 through 12/98) 
U S West Communications Services, Inc. (for 1/98 through 12/98) 
U S West Communications Services, Inc. (for 12/99 booked 2/00) 
USWC to Dex (for 2/98 through 12/98) 
U S West Dex, Inc. (for 7/98 through 12/98) 
U S West, Inc. (for 11/98, 12/98) 
U S West, Inc. (for 6/98, 12/98) 
U S West, Inc. (for 12/99 booked 2/00) 
U S West Information Technologies Inc. (for 1/98 through 12/98) 
U S West Information Techologies Inc. (for 1999 booked 4/00) 
U S West Long Distance, Inc. (for 1998) 
U S West Long Distance, Inc. (for 1999, booked 5/00)) 
U S West Wireless, LLC (for 1998) 

TOTAL STAFF ADJUSTMENT TO NORMALIZE OUT OF PERIOD AFFILIATE ENTRIES 

(C) 

71.80% 
70.48% 
71.80% 

79.22% 
79.22% 
70.48% 
70.48% 
70.48% 
70.48% 

70.48% 
70.48% 
70.48% 

71.80% 

70.48% 

$1,087 

Footnotes : 
(a) 

(b) 

All amounts derived from USWCs response to UTI 43-20, Attachment F 

Separations Factors per Staff Schedule F. 
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Prefiled Direct Testimony 

US WEST COMMUNICATIONS 

EOP NONLABOR REVERSAL 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-I 051 B-99-105 
ACC Staff 
Schedule C-10 
Page 1 of 1 

LINE USWC PROPOSED STAFF REVERSA 
NO. DESCRIPTION SOURCE ADJUSTMENT ADJUSTMENT 

(A) (6) (C) (D) 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 

Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Customer Operations 
Corporate Operations 
Property and Other Taxes 
Uncollectibles 

Other Operating Income & Expense 
Depreciation Expense 
Universal Service Fund 
Link Up America 

Total Cost of Svcs & Products 

Tot Selling, General & Administrative 

Total Operating Expense 

18 ACC STAFF ADJUSTMENT TO REVERSE USWC'S PROPOSED 
ANNUALIZATION OF NONLABOR EXPENSES USING THE 
DECEMBER 1999 TIMES 12 METHODOLOGY 

($9,259) 
453 

1,996 
192 

(1 7,752) 
248 

($24,122) 
18,600 
14,802 

$9,259 
(453) 

(1,996) 
(1 92) 

17,752 
1248) 

$24: 1 2 2  
(18.600) 
(I 4,802 j 

0 
0 

$33,402 ($33,402) 
366 (366) 

0 
1,370 nla 

(29) 29 
$10,987 

($9,617) 

FOOTNOTE: 
(a) Source: USWC updated Adjustment P-01, End-of-Period Non-Labor. 
(b) Source: Per USWC response to UTI 50-3, proforma USF and high cost fund amount should be "zero 

By not reversing this adjustment component, PI level is "zero". 
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CONFIDENTIAL 

LINE 
NO. ___ 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

US WEST COMMUNICATIONS 
DOCKET NO. T-1051B-99-105 

SOP 98-1 (INTERNAL-USE SOFTWARE) 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

ACC Staff 
Schedule C-I 3 
Page 1 of I 

DESCRIPTION 

(A) 

EXPENSE REDUCTION 

1999 Software Costs Eligible for Capitalization -- Total USWC 

Arizona Prorate Factor 

Total State Expense, Acmunt 6724 

%Intrastate 

Proforma Intrastate Operating Expense Reduction, Account 6724 

AMORTIZATION 

Proforma Intrastate Amount Eligible for Capitalization 

Amortization Period 

Annual Intrastate Amortization, Account 6564 

CORRECTION ADJUSTMENT 

USWC Adjustment to Correct Test Year Accounting for SOP 98-1, Account 6724 

ACC STAFF 
CALCULATION TEST YEAR 

REFERENCE AMOUNT ADJUSTMENT 

(B) 

(a) 

(a) 

Line 2 " Line 3 

(b) 

Line 4 Line 5 

Per Line 6 

(a) 

Line 8 I Line 9 

(b) 

ACC STAFF ADJUSTMENT TO CAPITALIZE, AMORTIZE AND Line 6 + Line 10 + Line 12 ($32,313) 
CORRECT TEST YEAR INTERNAL-USE SOFMlARE COST 

FOOTNOTES: 
(a) Source: USWC confidential response to UTI 674. 
(b) Source: USWC response to UTI 43-20, Attachment G. 
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LINE 
NO. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 

14 

15 

US WEST COMMUNICATIONS 
DOCKET NO. T-10516-99-105 

USWC PAYROLL ADJUSTMENT REVERSAL 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

USWC'S PROFORMA WAGE. SALARY & 
BENEFIT EXPENSE ANNUALIZATION ADJUSTMENT 
MANAGEMENT OCCUPATIONAL 

DESCRIPTION 13/1/00 Increase] [8/15/00 Increase] TOTAL 

(A) 

Operating Expenses: 
Maintenance 
Engineering 
Network Operations 
Network Administration 
Other Property. Plant & Equipment 
Customer Operations 
Executive. Planning & Legal 
Accounting & Finance 
External Relations 
Human Resources 
Information Management 
Other Corporate 

Total 

ACC STAFF ADJUSTMENT TO REVERSE USWC'S 
PROPOSED POST-TEST YEAR PAYROLL ADJUSTMENT 

FOOTNOTE: 
(al USWC Adiustment P-02. Revised 5/3/00 
(bj ~ o r r e c t o - ~ a  tional Annualization 

USWC Intrastate 6/15/00 Increase 

Maintenance 
Engineering 
Network Operations 
Network Administrati 
Other Prop, Plant & 
Customer Operation 
Exec, Planning 8 Le 
Accounting 8 Financ 
External Relations 
Human Resources 
Info Management 

Annual. Wages 
$1 10,453 

(53) 
10,174 

801 
844 

58,333 
21 

882 
170 
290 
260 

3.50% 
$3,866 

(2) 
356 
28 
30 

2,042 
1 

31 
6 

10 
9 

$1,597 
145 
644 

14 
3 

1,381 
192 
198 
170 
144 
354 
1 07 

$4.930 
(2) 

454 
36 
38 

2,604 
1 

39 
8 

13 
12 
29 

$6,527 
143 

1,099 
50 
41 

3.984 
192 
238 
177 
157 
365 
1 36 

$4,948 $8,161 $1 3,109 

ACC Staff 
Schedule C-14 
Page 1 of 1 

ACC Staff 
ADJUSTMENT 

(E) 

($1 3,109) 

FICA Impact Savings Plan Group Life Revised USWC Less: Amounts Per 
7.65% 224% 0.1812% Adustment USWC Update - 

$296 $110 $7 $4,278 ($4.930) 
(0) (0) (0) (2) 2 
27 10 1 394 (454) 
2 1 0 31 (36) 
2 1 0 33 (38) 

156 58 4 2.260 (2,604) 
0 0 0 1 (1 1 
2 1 0 34 (39) 
0 0 0 7 (8) 
1 0 0 11 (13) 
1 0 0 10 (12) 

Informational 
Correction 
Adjustment 

($652) 
n 

Other Corporate 656 23 2 1 0 25 (29) (4) 
Total $182.831 $6.399 $490 $1 82 $12 $7,082 ($8,161) 61,079) 

(Informational Only -correction to USWC filing d ACC does not adopt Staffs proposed adjustment reversal ) 
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LINE 
NO. - 

1 

2 
3 

4 

5 

6 

7 

8 

9 
10 

11 

US WEST COMMUNICATIONS 

INTEREST SYNCHRONIZATION ADJUSTMENT 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-10518-99-105 

DESCRIPTION 

(A) 

ACC Staffs Adjusted Rate Base (original cost) 

ACC Staffs Weighted Cost of Long Term Debt 
ACC Staffs Weighted Cost of Short Term Debt 

Total Cost of Debt 

Synchronized Interest Deduction per ACC Staff 

Less: Annualized Deductible Interest per U S WEST 

Interest Deduction Difference (ACC Staff - Company) 

Income Tax Increase/(DecreaseL 

Federal Income Tax 
State Income Tax 

ACC STAFF INCOME TAX ADJUSTMENT 
FOR INTEREST SYNCHRONIZATION 

32.2000% 
8.0000% 

ACC Staff 
Schedule C-16 
Page 1 of 1 

WEIGHTED INTRASTATE 
SOURCE COST OF DEBT AMOUNT 

(B) (C) (D) 

Sched. B $1.435.287 

Sched. D 3.52% 
Sched. D n/a 

[line 2 + 31 3.52% 

[line 1 x 41 

(a) 

[line 5 - 61 

50,522 

(50,407) 

115 

[line 7'Ratel ($37) 
[line 7'Ratel (9) 

[line 9 + IO] ($46) 

FOOTNOTE: 
(a) USWC Deductible Interest Amount 

Adjusted Intrastate Per Book $45,442 
USWC Adjustment to Synchronize Interest 4,965 
Total USWC Adjusted Interest Expense $50,407 

Source: USWC workpapers (regulated intrastate) and Adjustment C-06. 
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US WEST COMMUNICATIONS 

FCC DEREGULATED SERVICES REVENUE IMPUTATION 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (OOVs) 

DOCKET NO. T-10516-99-105 
ACC Staff 
Schedule C-17 
Page 1 of 1 

Remove Wreless. FCC Dereg 
1990 Financials Payphone 8 Included ATL By 

Video USWC Direct Filing ___ 
LINE 
NO. DESCRIPTION Total Part X 

1 
2 

3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 

21 
22 

23 

(A) 

Revenues 
Miscellaneous 
Total Operating Revenue 

Expenses 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Customer Operations 
Corporate Operations 
Property and Other Taxes 
Uncollectibles 

Other Operating Income 8 Expense 
Depreciation Expense 
Universal Service Fund 
Link Up America 

Income From Operatrons 
Taxes 

Federal Income Tax 
State & Local Income Tax 

Total Cost of Svcs & Products 

Tot Selling, General &Administrative 

Total Operating Expense 

Net Operating Income (Line 22-24-25) 

FOOTNOTES: 

$1 02,104 ($16.626) $85.479 1 $89,041 
$89.041 102,104 (16,626) 85.479 

43.975 (5,977) 37.998 
1,089 

6,897 (442) 6,454 I 831 258 

12 0 12 i 
0 0 0 1  

$37.998 
1,089 
6,454 

12 
0 

64 (31) 
51,779 (6,192) 
26,493 (12,056) 14,436 
26,416 (5,848) 20,568 20.568 
2,813 (1,958) 855 859 

41 1 (2) 408 408 
56,133 (19,865) 36,267 $36,271 

510 385 385 
4,510 

0 
0 

$86,752 
$3,558 $2.289 

71 (5,979) 4,904 (1.075) $1,146 ~ 

(1,370) 1,441 71 356 

($7.612) $7,347 ($265) $1,863 

0 0 
11 7,065 (30,317) 
(14,961) 13,692 

(a) (a) (b) 

Source: USWC workpapers - Regulated Intrastate results (Interface-1990 Financials). 

REVENUE IMPUTATION ADJUSTMENT 
Telephone Plant In Service 
Short-Ten Plant Under Construction 
Materials and Supplies 
Accumulated Depr & Amort Reserve 
Accumulated Deferred Income Tax 
Customer Deposits 

Times: ACC Staff Proposed Rate of Return (ACC Schedule D) 
NO1 Required 
NO1 Available 
NO1 Deficiency 
Revenue Conversion Factor 
Revenue Deficiency Imputation 

End-of-Period Rate Base 

$1 03,903 ($59.435) $44,468 
0 0 0 

1,189 (624) 565 
(39.385) 16,514 (22.870) 
(7,461) 4.417 (3.044) 

(205j ' (205j 
$58.042 ($39,128) $18,914 

9.68% 
$1 -831 
($265) 

$2.096 
1.6995 
$3.562 
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Wtness: M. Brosch 
Prefiled Direct Testimony 

US WEST COMMUNICATIONS 

PUBLIC AFFAlRSlREIATlONS EXPENSE DISALLOWANCE 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000’s) 

DOCKET NO. T-10516-99-105 
ACC Staff 
Schedule C-19 
Page 1 of 1 

LINE 
NO. __ 

1 

2 

3 

4 

5 

6 

7 

TEST YEAR 
Above the Line Below the Line Total INTRASTATE 

DESCRIPTION SOURCE Arizona Charges Arizona Charges Arizona Charges AMOUNT 

(A) (B) (C) (D) (E) (F) 

Arizona Charges for Public Policy I Public Affairs Activities UTI 61-06 $2,348 $203 $2,551 

Recorded Below-the-line Percentage Col. D I Col. E 8% 

Restate Charges for 50 Percent Below-the-line Reclassification Col. E 50/50% 1,276 1,276 2,551 

Adjustment to Reclassify Public Policy I Public Affairs Costs Line 3 - Line 1 (1.073) 1,073 0 

Intrastate Factor 

Intrastate Adjustment Amount 

Schedule F 70.48% 

Line 4 Line 5 (756) 

STAFF ADJUSTMENT TO PARTIALLY DISALLOW PUBLICICOMMUNITY AFFAIRS 



Witness: M. Brosch 
Prefiled Direct Testimony 

CONFIDENTIAL 

LINE 
NO. 

1 

2 
3 
4 
5 
6 
7 
8 
9 
10 

11 

12 

13 

US WEST COMMUNICATIONS 

US WEST INC. DEPARTMENTAL DISALLOWANCES 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. 1-10518-99-105 
ACC Staff 
Schedule C-20 
Page 1 of 1 

DESCRIPTION 

(A) 

U S West. Inc. Parent Companv Charqes bv ResDonsibilitv Center: 

President and CEO 
Executive Vice President and CFO 
Strategic Planning 
Corporate Development 
Retired Officer Support 
Vice President - Public Relations 
Foundation Operations 
Cash Management 
Delaware Legislative 

RC 021 0000 
RC 0100000 
RC 0220000 
RC 0230000 
RC 0304000 
RC 0500000 
RC 0530000 
RC 0731 000 
RC 081 1000 

ARIZONA 
INTRASTATE 

AMOUNT SOURCE 

Total USWl Departmental Charges for Partial Disallowance 

Staff's Disallowance Factor Applied to USWl Costs 

Sum Lines 2 - 10 2,284 

Note (a) 50% 

ACC STAFF ADJUSTMENT TO PARTIALLY DISALLOW USWl ALLOCATED COS Line 11 12 ($1,142) 

Footnotes: 

(a) In Decision No. 58927 at pages 25 through 31, the Commission disallowed 
either 50% or 100% of the costs in most of these RC's. Staff has applied the lower 
50% disallowance factor, recognizing changes in the makeup of USWl since 1994. 



Witness: M. Brosch 
Prefiled Direct Testimony 

ACC Staff . 
Schedule C-21 
Page 1 of 1 

US WEST COMMUNICATIONS 
DOCKET NO. T-I051 B-99-105 

EMPLOYEE CONCESSION ALLOCATION TO INTERSTATE 
TEST YEAR ENDING DECEMBER 31,1999 

CONFIDENTIAL INTRASTATE (000's) 

LINE 
NO. DESCRIPTION _ _ - ~ _  - .. 

(A) 

1 

2 

Test Period Employee Telephone Concession Benefits - Negative Revenues 

Allocation Factor to Attribute Employee Benefits to the Interstate Jurisdiction 

INTRASTATE 
AMOUNT - .. ___ _- - SOURCE 

( 4  (C) 

UTI 52-1 3 

Note (a) 

3 ACC STAFF ADJUSTMENT TO ALLOCATE EMPLOYEE CONCESSIONS 

Footnotes: 

Line 1 Line 2 ($471 1 
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Wnness: S. Carver 
Prefiled Direct Testimony 

US WEST COMMUNICATIONS 

RESERVED 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-105lB-99105 

LINE 
NO. DESCRIPTION - 

(A) 

1 RESERVED FOR FUTURE USE 

ACC Staff 
Schedule C-23 
Page I of 1 



Witness: S. Carver 
Prefiled Direct Testimony 

CONFIDENTIAL 

LINE 
NO. 

10 

US WEST COMMUNICATIONS 

PROPERTY TAX CORRECTION 
TEST YEAR ENDING DECEMBER 31,1999 

DOCKET NO. T-1051B-99-105 

(000's) 

DESCRIPTION 

(A) 

Final Full Combined Cash Value 

Revised Statutory Assessment Ratio 

Assessed Value 

Average Tax Rate 

Total Arizona Annualized Property Tax 

%Intrastate 

Arizona Intrastate Annualized Property Tax 

Less: Intrastate Property Tax Included in USWC Updated Filing 

Less: OOP Property Tax Adjustment 

ACC STAFF ADJUSTMENT TO CORRECT USWC'S YEAR-END 
ANNUALIZATION OF PROPERTY TAX EXPENSE 

FOONOTES: 
(a) Source: USWC workpapers supporting updated Adjustment P-01. 
(b) Source: USWC response to UTI 45-1 1. 
(c) Source: ACC Staff Schedule F. 
(d) Arizona Intrastate Annualized ProDertv Tax 

AZ Property Tax Expense (MR5) $69,394 
USWC %Intrastate (C) 0.7249 
MR Basis Per Book 50,302 
Add: USWC P-01 Property Tax Adjustme 163 
USWC AZ Intrastate Annualized Property $50,465 

(e) Property tax effect of access line sale is handled through separate adjustment. 
This effect is intentionally excluded from the annualization adjustment calculation. 

(f) Source: ACC Staff Schedule C-25. 

ACC Staff 
Schedule C-24 
Page 1 of 1 

INTRASTATI 
AMOUNT 

(C) 

($1 



Witness: S. Carver 
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CONFIDENTIAL 

US WEST COMMUNICATIONS 

OUT OF PERIOD PROPERTY AND OTHER TAXES 
TEST YEAR ENDING DECEMBER 31,1999 

(000's) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule C-25 
Page 1 of 1 

LINE 
NO. 

10 

ACCRUAL RECORDED TEST YEAR 
MONTH ORIGINATING TRANSACTION ADJUSTMENT 

DESCRIPTION REFERENCE BOOKED PERIOD (whole dollars) %INTRASTATE (000's) 

(A) (B) (C) (D) (E) (F) (G) 

ACC STAFF ADJUSTMENT TO RECOGNIZE OUT-OF-PERIOD 
ADJUSTMENTS TO OTHER TAX EXPENSE 

$2,061 

FOOTNOTE: 
(a) Source: USWC response to UTI 59-16. 
(b) "Sign" intentionally not reversed on accruals recorded in 2000 that relate to test year operations. 
(c) Adjustment for OOP property tax effects are considered in quantification of ACC Scheduled C-24 annualization adjustment 



Witness: S. Carver 
Prefiled Direct Testimony 

US WEST COMMUNICATIONS 

OUT OF PERIOD INCOME TAXES 
TESTYEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule C-26 
Page 1 of 1 

LINE 
NO. 

1 
2 
3 
4 
5 
6 

7 
8 
9 
10 
11 
12 

13 

ACCRUAL RECORDED TEST YEAR 
MONTH ORIGINATING TRANSACTION ADJUSTMENT 

DESCRIPTION REFERENCE BOOKED PERIOD (whole dollars) (000's) 

(A) (B) (C) (D) (E) (F) 

Federal Income Tax 
Operating ITC - Net 7210.1 (a) Nov-99 1998 $75,374 ($75) 
Operating FIT 7220 

7220 
Deferred FIT - Net 7250.1 
Total Federal 

State & Local Income Tax 
Operating ITC - Net 7210.2 
Operating SIT/LIT 7230 

7230 
Deferred SIT/LIT - N 7250.2 
Total State 

(a) Nov-99 1998 1,406,210 (I :406j 
(a) JUn-99 1994 (424,348) 424 
(a) Nov-99 1998 (1,824,801) 1,825 

768 

ACC STAFF ADJUSTMENT TO RECOGNIZE OUT-OF-PERIOD 
ADJUSTMENTS TO INCOME TAX EXPENSE 

FOOTNOTE: 
(a) Source: USWC response to UTI 43-20, Attachment H. 

1998 
1994 
1999 

n/a 0 

1,109,584 (1,110) 
446,698 (447) 

(2.159) 

602,953 (603) 

($1,392) 
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Witness: S. Carver 
Prefiled Direct Testimony 

LINE 
NO. 

1 

2 
3 
4 
5 
6 
7 

8 
9 
10 
11 

12 

13 

CONFIDENTIAL 

US WEST COMMUNICATIONS 

IMAGE ADVERTISING, OLYMPIC/SPORTS SPONSORSHIP 
DOCKET NO. T-I 051 B-99-105 

ACC Staff 
Schedule C-27 
Page 1 of 1 

TEST YEAR ENDING DECEMBER 31, 1999 
INTRASTATE (000's) 

- 
INTRASTATE 

TOTAL ARIZONA % INTRASTATE AMOUNT DESCRIPTION SOURCE 

(A) (B) 

Corporate Image Advertising, Account 6722 (External Relations (a), (d) 

OlvmDic SDonosorshiD 
Account 6535 (Engineering Expense) 
Account 661 1/12 (Sales Expense) 
Account 6722 (External Relations Expense) 
Account 6724 (Information Management Expense) 

Subtotal 

SDO~~S SDOnSOrShiDS 
Diamondbacks, Account 6722 
Phoenix Suns, Acount 6722 
Subtotal 

Total Image Advertising and Olympic Sponsorship 

ACC STAFF ADJUSTMENT TO ELIMINATE IMAGE ADVERTISING 
AND OLYMPIC / SPORTS SPONSORSHIP COSTS 

FOOTNOTES: 
(a) Source: USWC confidential response to UTI 64-22. 
(b) Source: Value-in-Kind and cash payments per USWC response to RUCO 28-14. 
(c) Source: USWC confidential response to UTI 65-8. 
(d) Source: ACC Staff Schedule F. 

$9,9 

($9.9 



Witness: M. Brosch 
Prefiled Direct Testimony 

LINE 
NO. 

10 

US WEST COMMUNICATIONS 

RENT COMPENSATION 
TESTYEAR ENDING DECEMBER 31, 1999 

INTRASTATE (000's) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule C-28 
Page 1 of 1 

INTRASTATE 
TOTAL STATE AMOUNT 

DESCRIPTION SOURCE AMOUNT 79.06% 

(A) (6) (C) (D) 

Company Proposed Annualized Arizona Rent Compensation Company WPs $48,091 

Test Period Recorded Rent Compensation -January through Dec 1999 45,614 

Company Proposed Annualization Adjustment PO1 Line 1 - Line 2 $2,477 $1,958 

December 1999 Times 12 -Annualized Rent Compensation Amount 

Corrected Annualization Adjustment - Overlap in Company's Adjustments Line 1 - Line 5 2,939 2,323 

Incremental Staff Adjustment to Correct USWC's Overlapping Adjustments Line 5 - Line 3 462 365 

Company WPs 45,152 

Restated January 2000 Rent Compensation for Staff Rate of Return - Arizona Annual Staff Workpaper 47,420 

Less: Company Proposed Annualized Arizona Rent Compensation Line 1 48,091 
StaffRevRPRGl2000 

Staff Adjustment for Rent Compensation Rate of Return Line 7 - Line 8 (671) (530) 

STAFF ADJUSTMENT TO CORRECT AND RESTATE RENT COMPENSATION Line 6 + Line 9 

Footnotes: 
(a) Rent Compensation is recorded as Negative Miscellaneous Revenues 

(b) USWCs January 2000 Rent Compensation Study ROR 10.17% 
Staff Proposed Overall ROR 9.68% 
ROR Spread in Line 9 Adjustment 0.49% 
Intrastate Dollars per Basis Point (10.8) 

($165) 
Note (a) 
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CONFIDENTIAL 

LINE 
NO. 

1 

2 

3 

4 
5 

6 

7 

8 

9 
10 

11 

12 
13 

14 

US WEST COMMUNICATIONS 

EXCHANGE SALE ALLOCATION ADJUSTMENTS 
TEST YEAR ENDING DECEMBER 31, 1999 

INTRASTATE (000's) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule C-29 
Page 1 of 1 

DESCRIPTION 

(A) 

Arizona Total State Test Period Marketing Expenses 

Percentage of Arizona Revenues in Exchanges Being Sold 

Marketing Expenses Allocated by Staff to Exchanges Being Sold 

Less: Marketing Expenses Allocated to Sold Exchanges per USWC 
Additional Marketing Expense Adjustment Required 

Arizona Total State Test Period Corporate Operations Expenses 

Percentage Reduction in Corporate Expenses Assumed by Staff 

Corporate Expenses Allocated by Staff to Exchanges Being Sold 

Less: Corporate Operations Expenses Allocated to Sold Exchanges per USWC 
Additional Corporate Operations Expense Adjustment Required 

Depreciation for Exchange Sale at New Accrual Rates 

Allocated Per Books 1999 Depreciation Allocated to Exchange Sales by USWC 
Additional Depreciation Expense Adjustment Required 

STAFF 

AMOUNT 
INTRASTATE ADJUSTMENT 

AMOUNT SOURCE 

(B) 

UTI 51-03 

Note (a) 

Line 1 2 

UTI 51-03 
Line 3 - Line 4 

UTI 51-03 

Note (b) 

Line 6 * 7 

UTI 51-03 
Line 8 - Line 9 

Note (c) 

CO. WIP p-07 

ACC STAFF ADJUSTMENT TO REVISE EXPENSE ALLOCATIONS TO EXCHANGES SOLD 

Footnotes : 
(4 
(b) See testimony of M. Brosch 
(c) Source: ACC Adjustment C-15. 

(81 1,233) 



Witness: M. Brosch 
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US WEST COMMUNICATIONS 

RECIPROCAL COMPENSATION 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000’s) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule C-30 
Page 1 of 1 

TEST PERIOD TEST PERIOD NET COST OF 
LINE RECORDED RECORDED INTRASTATE 
NO. DESCRIPTION SOURCE REVENUES EXPENSES RECIPROCAL COMP. - 

(A) (B) (C) (D) (E) 

1 Recorded Test Period Reciprocal Compensation - Eliminated by Co Adj. W/Ps $6,561 $17,982 $11,421 

2 ACC STAFF ADJUSTMENT TO RESTATE RECIPROCAL COMPENSATION AT TEST PERIOD RECORDED LEVELS ($1 1,421) 
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Prefiled Direct Testimony 

US WEST COMMUNICATIONS ACC Staff 
DOCKET NO. T-1051 B-99-105 Schedule D 

CAPITAL STRUCTURE SUMMARY Page 1 of 1 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

LINE 
NO. DESCRIPTION 

(A) 
AS FILED BY USW. (a) 

1 Debt 

2 Common Equity 

3 Total Capital 

ACC STAFF PROPOSED: (b) 

4 Debt 

5 Common Equity 

6 Total Capital 

CAPITAL COST WEIGHTED 
RATIO RATES COST 

(C) (D) (E) 

47.60% 7.39% 3.52% 

52.40% 14.00% 7.34% 

100.00% 10.86% 

47.60% 7.39% 3.52% 

52.40% 11.75% 6.16% 

100.00% 9.68% 

FOOTNOTES: 
(a) SOURCE: Capital Structure per USWC Exhibit GAR-2 (Redding Direct Testimony). 
(b) ACC Staff Witness Hill Exhibit - (SGH-2), Schedule 14. 

* 
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LINE 
NO. - 

1 

2 

3 

4 
5 
6 
7 
8 
9 
10 
11 

12 

13 

14 

15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 

49 

50 

51 
52 
53 
54 

55 
56 

57 

US WEST COMMUNICATIONS 

RECONCILIATION OF POSITIONS 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

DOCKET NO. T-10518-99-105 
ACC Staff 
Schedule E 
Page 1 of 2 

REVENUE SCH.1 
ADJ. DIFFERENCE IN REQUIREMENT 
NO. DESCRIPTION AMOUNT PRETAX RETURN VALUE 

(A) 

SCH. A USWC’S Revenue Requirement 

SCH. B Return Difference At  USWC‘S Rate Base 

Subtotal Revenue Requirement 

ACC STAFF RATE BASE ADJUSTMENTS 
B-1 UNRECORDED RETIREMENTS 
8-2 SOP 98-1 (INTERNAL-USE SOFTWARE) 
8-3 FAS87 PENSION ASSET 
B-4 CASH WORKING CAPITAL 
5 5  
B-6 

PROFORMA DEPRECIATION - RESERVE REVERSAL 
BROADBAND CABLE TRANSACTIONS (ASSET TRANSFER) 

8-7 FCC DEREG - SEPARATIONS ADJUSTMENT 

Total Value of ACC Staff Rate Base Adustrnents 

ACC Staff Rate Base Recommendation 

SCH. A USWC Net Operating lnwme 

c-I 
c-2 
G 3  
c4 
G 5  
G 6  
G 7  
C-8 
c-9 

G I 0  
G11 
c-12 
G I 3  
G I 4  
C-15 
C-16 
G I 7  
C48 
c-19 
C-20 
C-21 
c-22 
‘2-23 
C-24 

C26 
C-27 

C29 
C30 
C-31 
G32 
c-33 

C-25 

C-28 

ACC Staff NET OPERATING INCOME ADJUSTMENTS 

ANNUALIZATION OF INTRASTATE TOLL REVENUES 
REVERSAL OF ACCESS ANNUALIZATION 
MISCELLANEOUS REVENUE NORMALIZATION 
DIRECTORY IMPUTATION PER AGREEMENT 
BROADBAND CABLE TRANSACTIONS 
UNCOLLECTIBLES ANNUALIZATION 
SERVICE QUALITY PROGRAM COST ELIMINATION 

EOP NONLABOR REVERSAL 

INCENTIVE COMPENSATION 

USWC PAYROLL ADJUSTMENT REVERSAL 
PROFORMA DEPRECIATION ANNUALIZATION 
INTEREST SYNCHRONIZATION ADJUSTMENT 
FCC DEREGULATED SERVICES REVENUE IMPUTATION 

PUBLIC AFFAIRSIRELATIONS EXPENSE DISALLOWANCE 
US WEST INC. DEPARTMENTAL DISALLOWANCES 
EMPLOYEE CONCESSION ALLOCATION TO INTERSTATE 
DEPRECIATION ON UNRECORDED RETIREMENTS 
RESERVED 
PROPERTY TAX CORRECTION 
OUT OF PERIOD PROPERTY AND OTHER TAXES 
OUT OF PERIOD INCOME TAXES 
IMAGE ADVERTISING, OLYMPICISPORTS SPONSORSHIP 
RENT COMPENSATION 
EXCHANGE SALE ALLOCATION ADJUSTMENTS 
RECIPROCAL COMPENSATION 
RESERVED 
RESERVED 
RESERVED 

Total Value of ACC Staff Net Operating Income Adj. 

REVENUE ANNUALIZATION - RECURRING LOCAL SERVICE 

AFFILIATE TRANSACTION TRUE-UP NORMALIZATION 

YEAR-END WAGE 8 SALARY ANNUALIZATION 

SOP 98-1 (INTERNAL-USE SOFTWARE) 

FCC DEREG - SEPARATIONS ADJUSTMENT 

SCH. A ACC Staff Net Operating Income Recommendation 

OTHER REVENUE REQUIREMENT DIFFERENCES 
Bellwre 3 Year Adjustment 
Automatic Adjustment Revenue Requirement 

Total Other Differences 

RECONCILED REVENUE REQUIREMENT 
UNRECONCILED DIFFERENCE 

SCH. A ACC STAFF REVENUE REQUIREMENT RECOMMENDATION 

$201,221 

$1,422,100 -2.05% (29,159) 

13,187 

$1,435,287 

172,062 
PRE-TAX 
RETURN 

13.99% 0 
13.99% (1.038) 
13.99% (5.924) 
13.99% (1,325) 
13.99% 9.032 
13.99% 950 
13.99% 148 

1,845 

REVENUE 
$43,833 CONVERSION 

MULTIPLIER 

5,314 
21 5 

(1,091) 
(881) 

24,722 
950 
61 

5.747 
(650) 

5,751 
8,151 
3,253 

19,323 
7,839 
1,763 

46 
2.128 

(2,165) 
452 
683 
282 

1.721 
0 

740 
(1.233) 
1,392 
5.939 

99 
6,717 

(6.830) 
0 
0 
0 

1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1 A995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 

90,438 (153.620) 

$134,271 

0 
(13,252) 
(13,252) 

$7.034 
208 

$7,242 
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US WEST COMMUNICATIONS 
DOCKET NO. T-10516-99-105 

CALCULATION OF PRE-TAX RETURN 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (Oms) 

ACC Staff 
Schedule E 
Page 2 of 2 

LINE 
NO. 

1 
2 

3 

4 
5 

6 

7 

REVENUE 

COST MULTIPLIER PRETAX 
DESCRIPTION (SCH. D) (SCH. A-1) RETURN 

WEIGHTED CONVERSION 

RETURN PER ACC STAFF: 

Debt 
Common Equity 

ACC Stat7 Total Pretax Return 

RETURN PER USWC: 

Long Term Debt 
Common Equity 

USWC Total Pretax Return 

DIFFERENCE IN PRETAX RETURNS 

3.52% 1 .oooo 3.52% 
6.16% 1.6995 10.47% 

9.68% 13.99% 

3.52% 1 .oooo 3.52% 
7.34% 1.7056 12.52% 

10.86% 16.04% 

-2.05% 
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